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Introduction 


The Government of Canada has proposed a comprehensive multi-year plan to shape 
Canada’s response to emerging economic challenges and opportunities. The plan, 
presented in the companion document released with this Update, A Plan for Growth and 
Prosperity, is aimed at realizing a vision of Canada where quality of life is second to none. 
It builds on four pillars: 


M Creating opportunities for all Canadians to ensure that every Canadian has the 
opportunity to acquire the necessary skills and no Canadian faces insurmountable 
barriers to achieve personal fulfillment through work. 


m Advancing Canada as an innovative economy to take greater advantage of Canada’s 
human potential and primary research excellence, the ever-increasing pace of 
technological changes and growing commercialization opportunities. 


@ Positioning Canada at the centre of global commerce and networks to fully benefit 
from emerging global opportunities. 


M Building the right environment for private investment to foster ongoing increases 
in the country’s prosperity. 


This Update proposes a number of initiatives for inclusion in Budget 2006 to begin 
implementing the Plan. The Update also summarizes recent economic developments, 
reviews the updated economic forecasts for Canada by private sector economists, and 
presents five-year fiscal projections as developed by four private sector organizations. 


Economic Growth Is Stronger and More Balanced 


Canadian economic growth strengthened in 2004 and 2005 and has become more 
balanced as net exports have begun to recover despite a significant appreciation of the 
Canadian dollar. Higher energy prices have boosted profits and encouraged investment in 
the energy sector. Consumer spending remains strong, reflecting a robust job market and 
healthy income growth. 


The Canadian labour market has continued to strengthen. Over 200,000 new jobs 
have been created so far this year and the unemployment rate fell to 6.6 per cent 
in October, its lowest level in the last 30 years. 


Private sector economists expect real gross domestic product (GDP) to grow by 
2.8 per cent in 2005 and to pick up to 2.9 per cent in 2006 and 3.1 per cent in 2007. 
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Continued Fiscal Strength 


The Government recorded its eighth consecutive budget surplus last year and is 
committed to maintain a balanced budget or better this year and over the next five years. 


Canada was the only Group of Seven (G7) country to report a total government 
surplus in 2004 and is projected to be the only G7 country to be in surplus again in 
2005 and 2006. 


As in the past, projections of the surplus have been prepared by four private sector 
forecasting firms, based on the average of private sector economic forecasts. 


Including the measures proposed before the November 2005 Economic and Fiscal 
Update, and after adjusting for the Contingency Reserve and normal economic prudence, 
fiscal surpluses for planning purposes are projected at $8.2 billion for the 2005-06 fiscal 
year, rising to $11.3 billion by 2010-11. The initiatives proposed in this Update will be 
funded within this planning surplus. 


The upward revisions to the surplus projections reflect a number of developments 
since the 2005 budget, including: 


@ Higher projected corporate income tax receipts, reflecting the carry-forward of the 
better-than-expected 2004-05 outcome and the recent run-up in energy prices, which 
is boosting the profitability of a significant portion of the Canadian corporate sector. 


™ Stronger-than-expected growth in personal income tax receipts, in part reflecting the 
strong growth in employment. 


@ Lower public debt charges over the planning period due primarily to lower projected 
interest rates since the time of the budget. 


@ The economic prudence included in the Budget 2005 projection, which has been 
eliminated for the 2005—06 fiscal year and reduced in the following years, as is the 
normal practice in the fall Update. 
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Implementing the Plan for Growth and Prosperity 


As first steps in implementing the challenges outlined in the Plan, the Government has 
proposed measures on four fronts. 


Creating Opportunities for All Canadians 
To help realize the potential of all Canadians, the Government proposes: 


@ $2.2 billion over five years to improve student financial assistance and help make 
post-secondary education more affordable for lower- and middle-income Canadians. 


M $550 million over five years to extend Canada Access Grants to 55,000 students from 
low-income families in all years of undergraduate education. 


@ $3.5 billion over this year and the next five years to increase workplace-based training. 


@ $1 billion in 2005-06 for provinces and territories for the Post-Secondary Education 
Innovation Fund. 


@ $265 million over five years to assist Canadians with disabilities in participating in 
the workforce. 


@ $1.3 billion over five years to improve settlement and integration services for 
new immigrants. 


Advancing an Innovative Economy 


To help strengthen Canada’s innovative capacity to prosper in the global, knowledge- 
based economy, the Government proposes: 


@ More than $2.1 billion in new funding in 2005-06 and over the next five years to 
sustain Canada’s leadership in university-based research. 


H Close to $200 million over the next five years to provide up to 3,500 internships 
and up to 500 M.B.A. scholarships for natural and health sciences and engineering 
graduates, and to support knowledge-based clusters to enhance the capability of 
firms to perform research and development (R&D), adopt new technologies 
and commercialize discoveries. 


@ A goal of devoting 5 per cent of federal R&D to the priorities of the 
developing world. 
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Positioning Canada at the Centre 
of Global Commerce and Networks 


To help Canada be at the centre of global commerce and fully benefit from emerging 
global opportunities, the Government proposes: 


@ $485 million over five years to implement CAN-Trade, a new international 
commerce strategy that will better position up to 5,000 Canadian firms, particularly 
small and medium-sized enterprises, in priority markets such as China and India. 


@ $590 million over the next five years to support transportation infrastructure 
investments and other initiatives enhancing Canada’s Pacific gateway. 


H An additional $100 million over the next five years to continue supporting broadband 
deployment in rural, remote and First Nations communities. 


Building the Right Investment Environment 


To create the right investment environment for prosperity, the Government proposes: 


m Setting a new objective of reducing the debt-to-GDP ratio to 20 per cent by 2020, to 
help address pressures associated with an aging population and underscore the 
Government’s commitment to fiscal discipline. 


® Introducing a major personal income tax cut plan to improve the rewards from 
working, investing and saving. This includes: 


— A Working Income Tax Benefit to reduce the barriers to work faced by low- 
income Canadians—the “welfare wall”—starting in 2008. 


— An immediate $500 increase to the basic personal amount—the amount of 


income all Canadians can earn without paying federal income tax—eftective 
January 1, 2005. 


— A reduction of the lowest personal income tax rate from 16 per cent to 15 per cent 
effective January 1, 2005, and 1-percentage-point reductions to each of the 
two middle rates by 2010. 


— An increase of the income level at which the top tax rate begins to apply starting in 


2010, to make Canada more attractive to highly skilled and mobile workers. 


@ Creating a climate for investment and job creation by: 


— Confirming the general corporate income tax rate reductions and the elimination 
of the corporate surtax for all corporations proposed in Budget 2005. 


— Eliminating the federal capital tax as of 2006, two years ahead of schedule. 


— Extending carry-forward periods for business losses and investment tax credits. 


Accelerating capital cost allowance to encourage bioenergy in the pulp and 
paper sector. 
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@ Promoting regulatory efficiency through a five-year $90-million investment that will 
reduce the administrative burden on small business and improve access to information 
on programs and services across all levels of government. 


A New Tax Reduction Plan 


The new tax reduction plan will deliver more than $30 billion in personal and corporate income 
tax relief over the current year and the next five years, 95 per cent of which will go to 
individual Canadians. 


The plan builds on $22 billion of tax reduction measures set out in Budget 2005 and the 
Government’s $100-billion Five-Year Tax Reduction Plan in 2000. 


As in the past, the Government will deliver more, Sooner, as resources permit. 


The Way Forward 


Through A Plan for Growth and Prosperity, the Government has set out a medium-term 
economic framework for action. 


The Government recognizes, however, that no single initiative or budget can 
guarantee growth and prosperity, and in the years to come will take further steps to fulfill 
the priorities set out in the Plan. 


Summary of Spending Initiatives and Tax Reductions 


Table 1.1 presents the fiscal impact of the spending initiatives and tax reductions proposed 
since the February 2005 budget. The initiatives in support of the Plan for Growth and 
Prosperity amount to $43.2 billion over the period 2005—06 to 2010-11. In addition, 

the Government has proposed other measures since the 2005 budget, notably the 
Government’s response to higher energy costs. 


The cumulative cost of all measures proposed since the 2005 budget over the 
six years from 2005-06 to 2010-11 is $49.8 billion. Of this amount, $10.8 billion reflects 
decisions and programs already announced (Table 1.2) and $39.0 billion is proposed in 
today’s Update. 
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Table 1.1 
Initiatives Proposed Since the February 2005 Budget 


9005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


A. A Plan for Growth and Prosperity 
Creating Opportunities for 
All Canadians 
Enhancing Canada's 


World-Class Workforce meas 623 11o7r 1,568 fore 1,579 7,622 
Meeting the Demographic 

Challenge 34 161 246 316 397 397 Tot 
Improving Labour Mobility 

and Labour Market Efficiency 10 10 19 1k) us) 65 
Total ted ike 794 1,453 1,899 1,991 1,991 9,238 


Advancing an Innovative Economy 
Leadership in University-Based 


Research 500 202 335 335 335 335 Pea ee 
Strengthening International 
Research Networks 30 30 


Accelerating the 

Commercialization of 

New Technologies 24 47 49 50 30 199 
Total 530 299 382 384 385 365 2,344 


At the Centre of Global Commerce 
and Networks 
Positioning Canada in Global 


Business Networks 49 94 108 114 120 485 
Creating World-Class Gateways 93 158 160 Sa 129 690 
Total 142 200 268 265 249 PUTO 
Building the Right Investment 
Environment 
Tax Reductions to 
Support Prosperity 5,339 5,050 4,695 4,095 4,290 6,800 30,265 
Promoting Regulatory 
Efficiency 50 18 18 18 18 18 140 
Promoting Energy Efficiency Ps 3 5 10 30 50 
Total 5,385 5,070 4,716 4,118 4,318 6,848 30,455 
Total 7,027 6,305 6,802 6,669 6,959 9,452 43,213 
B. Government’s Response to 
Higher Energy Costs 1,041 566 238 238 150 150 2,383 


C. Canada-Ontario Agreement 
(excluding amounts included in the 
Plan for Growth and Prosperity, 
as well as the Government’s 


response to higher energy costs) 160 230 450 350 200 100 1,490 
D. Other Announced Initiatives 599 708 435 360 302 298 2,702 
E. Total 8,827 7,808 7,925 7.617 7,610 10,000 49,788 
Of which: 


F. Initiatives Proposed Before the 

November 2005 Economic and 

Fiscal Update (see Table 1.2) 2,208 tho 1,833 1,851 1,611 1,507 10,835 
G. Initiatives Proposed in the 

November 2005 Economic 

and Fiscal Update 6,569 6,034 6,092 5,766 6,000 8,493 38,953 


Note: Totals may not add due to rounding. 


Overview 


Table 1.2 


13 


Initiatives Proposed Before the November 2005 Economic and Fiscal Update 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 
Government's Response to 
Higher Energy Costs 1,041 566 238 238 150 150 2,383 
Canada-Ontario Agreement 
Higher education 400 350 400 400 400 1,950 
Housing and infrastructure 150 150 100 100 100 600 
Cities 149 149 298 
Labour market development 
and immigration 80 300 400 560 634 634 2,608 
Climate change 40 140 158 200 200 738 
Corporate tax collection and 
meat inspection 10 80 350 250 100 100 890 
Total 789 719 1,340 1,468 1,434 1,334 7,084 
Less: 
Funding included in Budget 2005 
and the response to higher 
energy costs 7a 218 180 215 275 275 1,334 
Net cost 618 501 1,160 1,253 1,159 1,059 5,750 
Other Announced Post-Budget 
Funding Decisions 
Airport rents reduction 48 72 97 132 176 520 
Wage Earner Protection Program 4 32 32 32 32 32 164 
Canadian Museum for Human Rights 10 10 10 20 20 70 
Prince Rupert Port upgrade 10 20 30 
Global Centre for Pluralism 30 30 
International Fishing Governance 6 i t 20 
Quebec City’s 400th anniversary 
celebrations 11 34 45 19 110 
Measures to aid Darfur 120 78 198 
Afghanistan 
(extended mission deployment) 286 286 50 622 
Pakistan ef oY 
Immigration measures 68 93 9 9 tl 11 201 
Other announced initiatives 165 205 265 248 182 A 1,236 
Total 767 814 491 425 377 390 3,263 
Less: 
Funding included in Budget 2005 168 106 55 65 ds 92 560 
Net cost 599 708 435 360 302 298 2,702 
Total net costs 2,258 1,060 1,833 1,851 1,611 1,507 10,835 


Note: Totals may not add due to rounding. 
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Summary of Fiscal Projections Including Measures 


Table 1.3 
Fiscal Outlook Including November 2005 Update Measures 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(billions of dollars) 
Status quo underlying surplus 13.4 15.0 16.4 Toe 16.5 19.8 96.8 


Initiatives proposed before the 
November 2005 Economic 


and Fiscal Update 2.3 nee) 1.8 1.9 1.6 8) 10.8 
Allocation for prudence 
Contingency Reserve 3.0 3.0 3.0 3.0 3.0 3.0 18.0 
Economic prudence 9) P09) 3.0 3.5 4.0 13.0 
Total 3.0 4.0 5.0 6.0 6.5 LO 31.5 
Status quo planning surplus 8.2 9.2 9.5 7.9 8.4 Ties 54.5 
Total proposed tax and spending 
initiatives in the fall update 6.6 6.0 6.1 5.8 6.0 G5 39.0 
Remaining planning surplus 1.6 3.2 3.4 Cail 2.4 Zo SES: 


Note: Totals may not add due to rounding. 


m After subtracting the measures proposed prior to the November 2005 Economic and 
Fiscal Update, the Contingency Reserve and amounts allocated for economic prudence, 
the surplus for planning purposes is projected to total $54.5 billion through 2010-11. 


™@ After deducting the measures proposed in this Update, the remaining planning 
surpluses total $15.5 billion over the 2005-06 to 2010-11 period. The remaining 
surpluses will be used to address other priorities of Canadians. 


@ Table 1.4 presents the summary statement of transactions for 2005—06 to 2010-11, 
including the cost of measures announced since Budget 2005. 


@ = 2005-06 will mark the ninth consecutive year in which the budget has been in balance 
or surplus. The Government is projecting balanced budgets or better through 2010-11. 


m@ The Government’s commitment to balanced budgets or better is backed by the 
$3-billion Contingency Reserve and amounts for economic prudence of $1 billion 
in 2006-07, rising to $4 billion by 2010-11. If not needed to deal with unforeseen 
circumstances, the Contingency Reserve will be applied to reduce the federal debt. 


M@ Federal debt as a percentage of GDP is projected to decline from 38.7 per cent in 2004-05 
to 29.1 per cent in 2010-11, on track to meet the objective set out in the 2004 budget of 
reducing the debt-to-GDP ratio to 25 per cent by 2014-15. This Update sets out a new 
objective of lowering the debt-to-GDP ratio to 20 per cent by 2020. 


™@ The decline in the debt has meant that debt charges continue to absorb less of every 
revenue dollar collected. Public debt charges are projected to account for 14 cents of 


every revenue dollar in 2010-11, down from about 17 cents in 2004-05 and a peak 
of 39 cents in 1990-91. 
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Table 1.4 


Summary Statement of Transactions (Including Measures) 


Actual 


Projection 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


Budgetary transactions 
Budgetary revenues 
Total expenses 

Program expenses 
Public debt charges 


Total expenses 
Budgetary surplus 


Prudence 
Contingency Reserve 
Economic prudence 


Total 
Remaining surplus 


Federal debt 
Assuming balanced budget 
Assuming Contingency 
Reserve is applied to 
debt reduction 


Per cent of GDP 
Budgetary revenues 
Program expenses 
Public debt charges 
Total expenses 
Planning surplus 
Federal debt 


Assuming balanced budget 


Assuming Contingency 
Reserve is applied to 
debt reduction 


(billions of dollars) 


202.3 212.3 222.0 229.9 239.3 247.8 
NOS1 170% VATE S =187;2 -195.8 —=203:6 
-34.0 -34.4 -34.8 -34.6 -34.5 -34.4 
“10/7. ~~ =205.1 “2139.6 -221.8° -2304. -238.0 
4.6 tee 8.4 8.1 oro 9.8 
3.0 3.0 3.0 3.0 3.0 3.0 
1.0 2.0 3.0 3.5 4.0 

3.0 4.0 5.0 6.0 6.5 7.0 
1.6 3.2 3.4 2s) 2.4 2.8 
499.9 499.9 499.9 499.9 499.9 499.9 
496.9 493.9 490.9 487.9 484.9 481.9 
14.9 14.9... 14.8 14.7 14.6 14.4 
12.4 11.9 12.0 12.0 12.0 VD 
2.9 2.4 2.3 Ze 25 20 
14.6 14.4 14.3 14.2 14.4 13.9 
0.1 0:2 0.2 0.1 OF) 0.2 
36.8 35.0 33.4 32.0 30.5 29a 
36.6 34.6 32.8 co hey 29.6 28.1 


Note: Totals may not add due to rounding. 


™ Budgetary revenues as a share of GDP are expected to decline by 0.5 percentage point 
in 2005—06 and by an additional 0.5 percentage point between 2005-06 and 2010-11. 
The decline is due to both the personal income tax reductions proposed in this Update 
and the decline in other revenues, which largely reflects the one-time gain from the 


sale of the Government’s remaining shares in Petro-Canada in 2004-05. 


@ Program expenses as a share of GDP are expected to decline by 0.5 percentage point 
in 2005-06, reflecting significant one-time expenses in 2004-05. Over the planning 
period, program expenses are expected to grow in line with nominal GDP, averaging 
about 12 per cent of GDP, close to a postwar low. 
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Chapter 2 


Economic Developments 
and Prospects 


Note: This chapter incorporates data available up to November 4, 2005. 
Figures in this chapter are at annual rates unless otherwise noted. 
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Highlights 


Canadian economic growth strengthened in 2004 
and 2005 and has become more balanced as 
Canadian net exports have begun to recover, 
despite a significant appreciation of the 
Canadian dollar. 


The Canadian dollar has appreciated more against 
the U.S. dollar than any other major currency since 
the beginning of 2003, reflecting a generalized 
depreciation of the U.S. dollar and, more recently, 
significant increases in commodity prices. 


World oil prices have surged as world demand 
increased and spare oil capacity shrank. High oil 
prices and a warmer-than-normal summer have 
also pushed North American natural gas prices to 
record highs. Higher oil and natural gas prices 
have boosted profits and encouraged investment 
in the energy sector. 


Due in part to a robust job market and healthy 
incomes, consumer spending has been strong 
since the beginning of 2004. 


Private sector forecasters expect real gross 
domestic product (GDP) to grow by 2.8 per cent 

in 2005, down slightly from the 2.9 per cent 
expected at the time of the February 2005 budget. 
They expect growth to pick up to 2.9 per cent in 
2006 and to 3.1 per cent in 2007. 


The outlook is generally positive, but there are 
a number of risks and uncertainties. 
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w While consumer spending has held up surprisingly 


well despite rapid increases in oil prices, there is 
a risk that sustained increases could affect 
consumer confidence and spending. 


The large and persistent U.S. current account 
deficit could result in a significant further 
depreciation of the U.S. dollar against all major 
currencies, including the Canadian dollar. This 
would pose additional challenges for Canada’s 
export sector. 


The rapid increase in house prices since 2001 

in the U.S. has helped support consumer spending 
growth. If price appreciation were to slow or stall, 
consumer demand would slow more than expected. 
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World Economic Conditions 
Global growth has moderated but remains solid 


World Real GDP Growth Outlook 


per cent 
mmm 2004 = [12005 outlook 


World United States Euro area Japan China 


Note: World GDP data are derived from purchasing power parity calculations... 
Sources: IMF, World Economic Outlook (September 2005); Blue Chip Economic Indicators (October 2005). 


@ Despite the dampening effects of higher energy prices, global economic expansion 
remains broadly on track. The International Monetary Fund (IMF) expects world 
real GDP growth to slow from its rapid pace of 5.1 per cent in 2004 to a still-strong 
4.3 per cent in both 2005 and 2006. U.S. growth is also expected to moderate, but 
remains the highest among the Group of Seven (G7) countries over the near term. 


M@ The Fund expects the recovery in Japan to become increasingly well entrenched, 
as business investment continues to grow at a healthy pace and a stronger labour 
market helps to support domestic demand. Real GDP growth in Japan is now 
expected to be 2.0 per cent in 2005 and 2006. The Chinese economy is expected 
to continue to expand at a rapid pace. The IMF expects Chinese real GDP to grow 
by 9.0 per cent in 2005 and 8.2 per cent in 2006. 


@ The momentum of the recovery in the Euro area faded somewhat in the first half 
of 2005 due to weak net exports and domestic demand, which in turn were a 
consequence of higher energy prices. Real GDP growth for the Euro area 1s 
expected to average only 1.2 per cent in 2005, rising to 1.8 per cent in 2006. 


Diagn The Economic and Fiscal Update 


World oil prices have continued to rise... 


Price of West Texas Intermediate Crude Oil 


U.S. dollars per barrel 


80 Se one Se ee ae ea - Soca 
meen NOMiINal price -—— Real price’ 


70 


60 


1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 


1 Real price is the nominal price deflated using the U.S. producer price index. 
Sources: Commodity Research Bureau; Bureau of Labor Statistics. 


@ In 2005, world oil prices continued the upward trend that began in earnest in 2003. 
Strong demand growth and tight supply conditions have led to high prices and 
significant price volatility in response to recent supply disruptions, such as Hurricanes 
Katrina and Rita. The price of West Texas Intermediate crude oil reached a high of 
nearly US$70 per barrel in August, more than double the price in the fall of 2003. 
Since then, prices have moderated somewhat but remain elevated. 


m@ Even after adjusting for inflation, oil prices are now nearing the record highs reached 
in the late 1970s. The doubling of prices witnessed over the past two years mirrors 
the price increases recorded in both the 1973 and 1979 oil price shocks. Nevertheless, 
the Canadian economy is much less exposed to increases in oil prices than it was in the 
1970s. Relative to the level of GDP, we now use only about 50 per cent as much oil 
and gas as we did then. 
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...aS demand for oil in emerging Asia continues to be robust 


Sources of World Oil Demand Growth 


(Change From Previous Year) 


millions of barrels per day 


India and other non-OECD Asia 

3.0 —— ————— Se = a 
11 China 
@ OECD 

TF yee 


: 
Other 1994-2004 average 


2002 2003 2004 


1 Middle East, Latin America, former Soviet Union, Eastern Europe, all other countries. 
Source: BP Statistical Review of World Energy (June 2005). : 


m@ However, in contrast with previous episodes, recent increases in oil prices largely 
reflect rapid growth in global demand for oil. 


M Between 1994 and 2004, world oil demand growth averaged more than 1.2 million 
barrels per day. However, world demand increased by almost 2.5 million barrels per 
day in 2004, driven by an unprecedented increase in demand from China of about 
1 million barrels per day—more than all the countries in the Organisation for 
Economic Co-operation and Development (OECD) combined. 


™ This sharp increase in demand from China and other Asian economies stems from 
their rapid economic growth, combined with an oil intensity (oil use relative to 
output) that is more than double that of developed countries. 
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In the U.S. the near-term economic outlook remains solid... 


U.S. Real GDP Growth Outlook 


per cent, period to period at annual rates 
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Sources: Bureau of Economic Analysis; Blue Chip Economic Indicators (January 2005 and October 2005). 


m After strong growth of 3.8 per cent in the first quarter of 2005, U.S. economic 
activity moderated somewhat in the second quarter to 3.3 per cent. The slower pace 
of growth mainly reflected a sharp pullback in the pace of inventory investment, 
which more than offset an improvement in the trade balance. 


@ Looking ahead, growth is expected to remain solid, although the gradual removal 
of monetary policy stimulus by the Federal Reserve means that growth will be 
somewhat lower than in 2004. 


@ However, rising incomes and healthy corporate profits should continue to support 
consumer spending and business investment and therefore will help to sustain growth 
in domestic demand in the face of higher energy prices. An expected depreciation of 
the U.S. dollar will also provide support to the U.S. export sector. 


@ Overall, private sector forecasters expect U.S. real GDP growth to average 
3.5 per cent in 2005, down just 0.1 percentage point from expectations at the time 
of the February 2005 budget. Growth for 2006 is expected to average 3.3 per cent, 
down from 3.4 per cent at the time of the budget. 
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...aS Hurricanes Katrina and Rita have had only 
a modest economic impact 


Daily Wholesale Gasoline Prices and 


West Texas Intermediate Crude Oil Price 
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M Oil and gas production in the Gulf of Mexico was severely disrupted when Hurricanes 
Katrina and Rita hit the Gulf Coast of the United States in August and September. 


™ Moreover, power outages and water damage to some refineries forced the complete 
shutdown of the majority of gasoline refineries situated in the affected areas following 
Hurricane Katrina. This pushed up U.S. wholesale and retail gasoline prices sharply in 
the immediate aftermath of the hurricane, and led to higher gasoline prices in Canada 
and other countries. 


™@ The pressure on wholesale gasoline prices eased considerably in the following weeks, 
as it became clear that damage to refineries was limited and all but a few were able to 
resume production in a relatively short period of time. 


™ The production losses associated with the hurricanes and the dampening effect of 
higher gasoline prices on consumer spending have had a negative impact on the U.S. 
economy. However, the U.S. economy is bouncing back quickly as the negative 
impacts are being offset by reconstruction efforts. 
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Canadian Economic Developments 
The Canadian economy has strengthened 


Contribution to Growth in Canadian Real GDP 


per cent, period to period at annual rates 
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Source: Statistics Canada. 


m Real GDP grew 3.2 per cent in the second quarter of 2005, up from the 2.1-per-cent 
growth observed in each of the two previous quarters, as real net exports increased for 
the first time in four quarters. Final domestic demand grew a solid 2.9 per cent in the 
second quarter but slowed from a very strong 6.2-per-cent gain in the first quarter. 


M@ Inthe second half of 2004 and early 2005, robust domestic demand accounted for all 
of Canada’s output growth as healthy incomes, record profits and a robust job market 
led to strong growth in investment and consumer spending. However, strong import 
erowth and declines in exports offset the strength in domestic demand. 


@ Inthe second quarter of 2005, however, both net exports and domestic demand 
contributed to growth as exporters regained ground. The gradual return of net exports 
to positive growth over the previous four quarters suggests that Canadian firms are 
adjusting to the challenges posed by the past appreciation of the dollar. 
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The labour market continues to be healthy... 


Employment and the 


Unemployment Rate 
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Sources: Statistics Canada; Bureau of Labor Statistics. 


@ The Canadian labour market has strengthened since the economic slowdown in 2001. 
Since January 2002, the economy has created more than 1,221,000 jobs—the vast 
majority of which are full-time. With strong job creation in Canada, the 
unemployment rate has fallen steadily despite near-record rates of participation in the 
labour market, dipping to 6.6 per cent in October 2005, the lowest in 30 years. 


@ The employment rate reached a record high of 62.8 per cent in mid-2004 and has 
remained close to that level during the first half of 2005. Both the employment rate 
and the participation rate—once adjusted for differences in methodology with the 
U.S. data—remain higher in Canada than in the U.S. 
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...in all regions of the country 


Employment by Region Change in the Unemployment 
Rate by Region 
per cent change since January 2002 percentage point change since January 2002 
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m All areas of the country have benefited from the recovery of the labour market 
following the 2001 slowdown. The recovery has been strongest in British Columbia, 
where employment has grown more than 11 per cent and unemployment has fallen by 
more than 3 percentage points. Employment in central Canada and the Prairies has 
grown more than 6 per cent, while unemployment has fallen. The unemployment 
rate has also fallen in the Atlantic provinces. 
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However, the manufacturing sector has been affected by 
the strong appreciation of the Canadian dollar 


Change in Employment by Industry 
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@ The appreciation of the Canadian dollar since the end of 2002 has posed a challenge 
to Canadian firms that are highly exposed to international trade. Employment in the 
manufacturing sector fell by 144,600 from January 2003 to October 2005—a 
reduction of more than 6 per cent. 


m™ Nevertheless, the overall economy has been adjusting well to the challenge posed by 
the rising dollar, with employment in all other industries growing by 856,700 during 
this period, indicating that more than enough new jobs are being created to offset the 
losses in the manufacturing sector. 
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Income growth has supported consumer spending 


Real Net Worth and Real Personal 


Disposable Income Per Capita 


Real Personal 
Expenditure Growth 


chained (1997) dollars 
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Source: Statistics Canada. 


m The strong pace of job creation has supported income growth in all regions of the 
country, which in turn has supported strong consumption growth throughout 2004 


and the beginning of 2005. 


In the second quarter of 2005, real personal disposable income per capita stood 


0.8 per cent above its level a year earlier and over 16 per cent higher than its trough 
in the second quarter of 1996. Real net worth per capita stood about 30 per cent 


above its level in the second quarter of 1996. 


Historically low interest rates, combined with solid wealth and income growth, 


have supported an average real consumer spending increase of more than 4 per cent 
since the second quarter of 2004, with particularly strong durable goods 


consumption growth. 
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Strong income growth and low mortgage rates continue 
to support housing activity 


Housing Starts 


Housing Affordability Index and Existing House Sales 
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Sources: Statistics Canada; Department of Finance Canada Source: Canada Mortgage and Housing Corporation. 
calculations. The housing affordability index measures the share 

of average pre-tax income that would need to be allocated to 

mortgage payments (based on a one-year mortgage rate) 

for an average-priced new house. 

A lower level of the index implies greater affordability. 


@ Rising disposable income due to healthy employment growth, combined with low 
interest rates, has improved housing affordability substantially since the late 1980s. 
Housing affordability remains near its best level on record. 


mM These factors continue to support robust residential investment growth, which 
averaged over 3 per cent in the first two quarters of 2005. Sales of existing houses 
have grown by nearly 50 per cent since the beginning of 2000. The level of housing 
starts reached an annualized average of 225,467 new units in the first nine 
months of 2005—just below the record level recorded in 2004 and well above 
its historical average. 
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Corporate profits have reached record levels 


Profit Growth in 
Selected Industries (2005 Q2) 


per cent of GDP per cent change, year over year 
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Source: Statistics Canada. Source: Statistics Canada. 


®@ Corporate profits in the second quarter of 2005 were more than 5 per cent above their 
level one year earlier. They now stand at 14.0 per cent of GDP, the highest level in 
over 30 years. 


® Profit increases have been concentrated in the oil and gas sector—which has benefited 
from higher prices and strong international demand. Profits are also up strongly since 
last year outside the oil and gas sector and now stand well above historical averages. 


@ Manufacturing sector profits have been negatively affected by the rapid appreciation 
of the Canadian dollar and rising energy costs. Retail sector profits, on the other 
hand, have benefited from the appreciation of the dollar, as the cost of imported 
goods has fallen. 
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The Canadian dollar has continued to rise against the U.S. dollar 


The Performance of Major Currencies vs. the U.S. Dollar 
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@ In 2003-2004, the Canadian dollar appreciated significantly against the U.S. dollar, as 
was the case with other major currencies since 2002. This appreciation was driven in 
large part by global portfolio adjustments in response to persistent U.S. current 
account imbalances. 


mM However, the Canadian dollar was one of the few major currencies to also appreciate 
against the U.S. dollar in 2005. This suggests that the more recent appreciation in 
Canada has been driven by factors not shared by many other countries. 


@ Higher prices for oil and natural gas tend to push up the value of the Canadian dollar, 
as Canada is a significant net exporter of these commodities. Canada’s trade surplus in 
oil and gas represents more than 2.5 per cent of GDP. Surging prices for oil and 
natural gas helped push the Canadian dollar to a 14-year high in September 2005. 
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The Canadian economy is more exposed to U.S.-dollar fluctuations 


Nominal Effective Exchange Rate of Major Currencies! 
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Sources: Bank of Canada; Department of Finance Canada calculations. 


m Total trade—in particular exports to the U.S.—represents a higher proportion of GDP 
in Canada than in other major countries. Therefore, the depreciation of the U.S. 
dollar has been a more significant economic development for Canada than for other 
major economies. 


™ Canada has borne much of the brunt of global adjustment. 


M Once adjusted for differences in trade flows across countries, the Canadian dollar has 
appreciated much more than other currencies in every year since the end of 2002. 
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Surging energy prices and the rising Canadian dollar have helped boost 
business investment by over 8 per cent over the past year 


Public and Private Investment Real ICT and Machinery 
(Oil and Gas Sector) and Equipment Investment 
per cent of GDP chained (1997) billions of dollars 
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mM Higher energy prices have stimulated engineering construction in the oil and gas 
sector, which in turn has contributed to a strengthening in non-residential 
construction. As a result, investment in the oil and gas sector is near its highest level, 
relative to GDP, in 15 years. 


@ Real investment in machinery and equipment (M&E) was 11.1 per cent higher in the 
second quarter of 2005 than one year earlier, thanks in part to the stronger Canadian 
dollar—which has made imported M&E more affordable—and high levels of capacity 
utilization. Investment in information, telecommunications and computer equipment 
has been especially strong since the end of 2003. 
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Core inflation has remained low in spite of sharp increases 
in energy prices 


Total and Core’ Inflation 


per cent change, year over year 
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Source: Statistics Canada. 


@ While total inflation has increased somewhat following recent surges in energy prices, 
core inflation has remained low and stable. 


M@ The credibility of the Bank of Canada’s monetary policy, combined with Canada’s 
strong fiscal record, has resulted in inflation expectations that are well anchored to the 
2-per-cent target. Therefore a significant increase in energy prices should now have 
little effect on the inflation of other goods and services. 
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Private Sector Economic Forecasts 


@ The Department of Finance surveys private sector economic forecasters on a quarterly 
basis regarding their outlook for the Canadian economy. The Minister of Finance, 
along with departmental officials, also meets with a group of private sector economists 
to discuss risks and uncertainties associated with the economic outlook. 


m@ The economic forecasts reported here reflect the survey of private sector forecasters 
conducted by the Department following the release of the second-quarter National 
Accounts by Statistics Canada on August 31. A total of 16 forecasters have responded 
to the latest survey. Their responses form the basis for economic assumptions that 
underlie the five-year status quo fiscal projections. 
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The Canadian Economic Outlook 


Private sector forecasters expect growth in Canada 
to pick up gradually 


Real GDP Growth Outlook Nominal GDP Growth Outlook 
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mM Private sector forecasters expect real GDP to grow by 2.8 per cent in 2005, down 
slightly from the 2.9 per cent expected at the time of the February 2005 budget. 
Growth is expected to pick up to 2.9 per cent in 2006, modestly lower than the 
3.1 per cent forecast at the time of the 2005 budget. In 2007, growth is expected 
to equal the 3.1 per cent anticipated in the 2005 budget. According to the IMF, 
Canada is expected to have the second fastest growth rate in 2005 and 2006 among 
G7 countries, second only to the United States. 


@ Private sector forecasters have raised their forecast for GDP inflation in 2005 and 2006, 
reflecting stronger-than-expected growth in energy prices. In 2007, however, GDP 
inflation is expected to be lower than forecast in the 2005 budget due to expected 
near-term declines in commodity prices. As a result, nominal GDP is projected __ 
to grow 5.3 per cent this year and 5.2 per cent in 2006, compared to 4.9 per cent and 
5.0 per cent, respectively, at the time of the 2005 budget. Private sector forecasters 


expect 4.7 per cent growth in 2007, compared to 5.0 per cent expected at the time 
of the budget. 
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The near-term outlook for nominal GDP is higher than at 
the time of the February 2005 budget 


Nominal GDP Outlook—Change Since February 2005 Budget 


billions of dollars 


Sources: December 2004 and September 2005 Department of Finance Canada surveys of private sector 
forecasters; Statistics Canada. 


M@ Based on private sector forecasts, the level of nominal GDP in 2005 is projected to be 
about $4.7 billion higher, after adjusting for historical revisions, than expected at the 
time of the February 2005 budget. The level of nominal GDP is projected to be 
approximately $6.9 billion higher in 2006 and $3.5 billion higher in 2007 than 
expected at the time of the 2005 budget, after adjusting for historical revisions. 
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Forecasters expect monetary stimulus to be withdrawn gradually 


3-Month Treasury Bill Rate 10-Year Government Bond Rate 
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Private sector forecasters expect the Bank of Canada to gradually raise its target interest 
rate through 2006 and 2007, but at a slightly slower pace than anticipated at the time 
of the February 2005 budget. Short-term interest rates are projected to average 

2.7 per cent in 2005, unchanged from the budget forecast. Forecasters expect that 
short-term rates will average 3.4 per cent in 2006 and 4.1 per cent in 2007, both 
slightly lower than expected at the time of the 2005 budget. 


The outlook for long-term interest rates has been lowered significantly, due in part to 
downward revisions to the outlook for long-term U.S. interest rates, and in part to a 
more gradual expected withdrawal of monetary stimulus. Private sector forecasters 
expect long-term interest rates in Canada to average 4.0 per cent in 2005, 4.4 per cent 
in 2006 and 5.1 in 2007—about 60 basis points lower on average over this period than 
anticipated at the time of the 2005 budget. 
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Private Sector Survey Forecasts for 2005-2010 


Average 
2005 2006 2007 2008-2010 
(per cent) 

Real GDP growth 
February 2005 budget 2.9 3.1 3.1 Pas 
November 2005 Economic and Fiscal Update 2.8 2.9 Sil 2.9 
GDP inflation 
February 2005 budget 2.0 1.9 Pe, 1.9 
November 2005 Economic and Fiscal Update 2.4 EMP 1.6 Led 
Nominal GDP growth 
February 2005 budget 4.9 5,0 5.0 4.7 
November 2005 Economic and Fiscal Update ey: 5.2 4.7 4.7 
3-month treasury bill rate 
February 2005 budget 2 G5 4:5 4.6 
November 2005 Economic and Fiscal Update Zul 3.4 4.1 4.2 
10-year government bond rate 
February 2005 budget 4.6 ah 5.5 5.6 
November 2005 Economic and Fiscal Update 4.0 4.4 Dil 5,4 
Employment growth 
February 2005 budget 1.4 ake: a5 es 
November 2005 Economic and Fiscal Update 1.3 13 1.4 Nee 
Addendum: 
U.S. real GDP growth 
February 2005 budget 3.6 3.4 n/a n/a 
November 2005 Economic and Fiscal Update 3.5 3.3 n/a n/a 


Sources: December 2004 and September 2005 Department of Finance surveys of private sector forecasters. 


U.S. real GDP growth: January 2005 and October 2005 Blue Chip Economic Indicators. 
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Risks and Uncertainties 
Overview 


The economic outlook is based on the average private sector forecast of key economic 
variables, which comprises a range of individual forecasts. The range in the September 
survey of private sector forecasters is similar over the forecast horizon to the range 

of forecasts of real GDP growth underlying the economic outlook presented in 
Budget 2005. 


However, private sector economists have noted a number of risks to the Canadian 
outlook. These risks are largely external, relating to the volatility of oil prices as 
well as sustained global current account imbalances and the rapid increase in 

U.S. house prices. 


Economic Developments and Prospects 43 


Energy Prices 


Oil production capacity remains limited, leaving the market 
vulnerable to shocks... 


World Oil Spare Production Capacity Oil and Gas Prices 
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Sources: History: Energy Information Administration (EIA); 
Projections: EIA, Short-Term Energy Outlook (August 2005). 


@ Rapid growth in the demand for oil used up much of the world’s spare crude oil 
production capacity in 2003 and 2004. Continued strong growth in oil demand, 
combined with limited spare production capacity, implies a tight oil market over the 
near term. As a result, oil prices are likely to remain high, and supply disruptions and 
other shocks could lead to further oil price spikes. 


@ Natural gas prices tend to vary considerably from month to month. Rapid increases in 
oil prices, combined with higher-than-normal energy demand due to an unseasonably 
hot summer in North America and supply disruptions due to Hurricanes Katrina and 
Rata, have pushed up natural gas prices recently. In both nominal and real terms, 
natural gas prices are higher than in the 1970s and 1980s. 


44 The Economic and Fiscal Update 


...which could affect consumer confidence 


Canadian and U.S. Index of Consumer Attitudes 
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m U.S. and Canadian real consumer expenditure growth has remained remarkably robust 
in the face of rising energy prices. However, consumer confidence dipped noticeably 
in both Canada and the U.S. in September, possibly reflecting the impact of higher oil 
and gasoline prices. 


™@ Consumer confidence could be affected further if oil prices continue to rise, leading to 
slower consumer spending and therefore weaker economic growth. 
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Global Imbalances/Canadian Dollar 


Global imbalances have worsened, reflecting increased capital inflows 
to the U.S., which have pushed long-term interest rates to low levels 


World Current Account Balances U.S. Long Term Interest Rates 
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Source: IMF, World Economic Outlook (September 2005). 


mM The USS. current account deficit averaged a record 6.4 per cent of GDP in the first 
half of 2005, up from 5.7 per cent in 2004. This deterioration has been part of a 
general widening of global imbalances since 1996, as Asia and oil exporters have run 
increasingly large current account surpluses. 


m@ These imbalances partly reflect expansionary U.S. fiscal policy, which has led to 
increased U.S. demand for foreign savings in order to finance investment. However, 
there has also been an increased demand by foreign countries for U.S. assets, 
reflecting the continuation of export-oriented Asian growth, foreign exchange 
intervention by Asian central banks, depressed investment opportunities in 
industrialized countries outside the U.S., and increased saving in major oil exporters. 
This increase in foreign demand for U.S. assets has led to reductions in U.S. long-term 
interest rates towards historic lows, despite recent increases in short-term interest rates. 
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The recent depreciation of the U.S. dollar has been significantly less 
than in the mid-1980s, when the current account deficit was smaller... 


Real Effective Exchange Rate and U.S. Current Account 
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1 The Broad Dollar Index is a trade-weighted average of the foreign exchange values of the U.S. dollar against the currencies 
of a large group of major U.S. trading partners. 


Sources: Bureau of Economic Analysis; Federal Reserve (Real Broad Dollar Index). 


™ Although the U.S. has thus far been able to finance its current account deficit, it is 
unlikely that deficits of this magnitude can be maintained indefinitely. Sustained large 
U.S. current account deficits have meant that U.S. net foreign indebtedness has 
steadily risen, reaching 25 per cent of GDP in 2004. The U.S. current account 
deficit must fall from its current high level if further substantial increases in net foreign 
debt as a share of GDP are to be avoided. 


@ One potential way for the U.S. current account deficit to be corrected would be 
through a significant depreciation of the U.S. dollar and, indeed, the trade-weighted 
value of the U.S. dollar has depreciated by about 12 per cent since 2002. However, 
this depreciation has mostly occurred against floating currencies like the euro and 
the Canadian dollar rather than against the currencies of those Asian countries that 
contributed most to the recent rise in the U.S. current account deficit. Furthermore, 
the depreciation has thus far been significantly less than observed in the mid-1980s. 
The US. dollar depreciated by more than 25 per cent between 1985 and 1988, 
even though the U.S. current account deficit was significantly smaller than it is now, 
implying that a further correction 1s possible. 
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..and without stronger overseas growth, a further U.S.-dollar 
depreciation will be needed to significantly reduce 
the U.S. current account deficit 


Growth Differentials and the U.S. Current Account 
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Sources: Bureau of Economic Analysis; Macroeconomic Advisers. 


M@ The other key feature of the current account adjustment in the late 1980s was stronger 
growth of the U.S. trading partners than the U.S. itself. This meant that demand for 
U.S. exports was growing faster than U.S. demand for foreign imports, which, along 
with the significant depreciation of the U.S. dollar, helped bring the U.S. current 
account back into balance. 


@ However in recent years, growth of U.S. trading partners has been weaker than 
in the U.S. Without stronger growth outside the U.S., a larger depreciation of the 
U.S. dollar than in the 1980s will be needed to achieve a significant reduction in 
the U.S. current account. This implies a risk that the Canadian dollar might appreciate 
still further against the U.S. dollar. Furthermore, if Asian central banks were to 
suddenly reduce purchases of U.S. treasuries, this could lead to a sharp and potentially 
destabilizing fall in the U.S. dollar, together with significant increases in U.S. 
long-term interest rates. 
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House Prices 


U.S. house prices have risen significantly—more than in Canada but 
much less than in the United Kingdom and Australia 


House Prices 
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Sources: Office of Federal Housing Enterprise Oversight; HBOS; Statistics Canada; Australian Bureau of Statistics. 


m House prices in the U.S. have increased at a rapid rate in the past few years. U.S. resale 
house prices are now about 70 per cent higher than in 1998. In some local markets, 
the increase has been even greater: prices of existing houses have increased by more 
than 140 per cent in Los Angeles and by about 125 per cent in Boston. 


@ Although not as dramatic as in the U.S., the average resale price of an existing house 
in Canada has increased by more than 60 per cent since 1998, with growth of more 
than 90 per cent in Ottawa-Carleton and Montréal. 


™ Despite these rapid increases, house price appreciation in the U.S. and Canada is well 
below that of many other countries. For example, house prices have increased by 
more than 130 per cent in the United Kingdom over the same period. 
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A slowdown in house prices could lead to weaker consumption growth, 
particularly in the U.S. 


UK Consumption U.S. Consumption 
and House Price Growth and House Price Growth 
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Sources: National Statistics; Halifax Index. Source: Bureau of Economic Analysis. 


@ The strength of housing markets in both the United Kingdom and the United States 
has helped to support consumer spending. Households’ willingness and ability to 
spend accumulated housing wealth—through equity withdrawals and mortgage 
refinancing—has been a major contributor to the growth in consumer expenditures. 


@ Consumer spending growth in the United Kingdom weakened significantly following 
the slowdown in housing prices, suggesting that consumer spending could be 
vulnerable to reduced growth in house prices. 


m Ifthe growth of U.S. house prices were to slow precipitously, U.S. consumer 
spending growth could slow as well, as the support to spending from rapid gains in 
housing wealth is diminished. 


rit yet ( 7 é 


kg he 


2) wea es 
-_. mane 
: ( we’ 


Chapter 3 


Canada’s Fiscal Progress 


Canada’s Fiscal Progress 5S 


Highlights 


m The Government of Canada posted a budgetary 
surplus of $1.6 billion in 2004-05, marking the 
first time in Canada’s history that the federal 
government has been in surplus for eight 
consecutive years. 


m As a result, the federal debt was $499.9 billion at 
the end of 2004-05, down $63.0 billion from its 
peak of $562.9 billion in 1996-97, resulting in 
interest savings of over $3 billion annually. 


m Federal debt as a percentage of the economy 
was 38.7 per cent in 2004-05, a reduction of 
29.7 percentage points from its peak of 
68.4 per cent in 1995-96. 


m@ Jo ensure that the federal debt burden continues 
to fall, the Government of Canada is announcing a 
new objective of reducing the federal debt-to-GDP 
(gross domestic product) ratio to below 20 per cent 
by 2020. 


m The “virtuous circle” of improved fiscal and 
economic performance has given the Government 
the means to invest in key priority areas. 


m Canada’s fiscal situation is the strongest among 
the Group of Seven (G7) countries. In 2004 
Canada was the only G7 country to post a total 
government surplus. Canada also had the lowest 
debt-to-GDP ratio among G7 countries in 2004. 
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Eighth consecutive budgetary surplus 
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m A budgetary surplus of $1.6 billion was achieved in 2004—05. This marks the 
eighth consecutive year the federal budget has been in surplus, the first time this 
has happened in Canada’s history. 


@ Asa result, the federal debt has been reduced by $63.0 billion over the past eight years, 
resulting in interest savings of over $3 billion annually. 


Federal Debt (Accumulated Deficit) 


Since 2002-03 the financial statements of the Government of Canada have been presented on 
a full accrual basis of accounting. Under the previous accounting standard—modified accrual 
accounting—net debt and the accumulated deficit were identical. Under the new standard, net 
debt now includes a comprehensive costing for financial liabilities but excludes non-financial 
assets. The accumulated deficit includes both. It is the sum of all surpluses and deficits 

since Confederation. 


Federal debt, referred to in the fall Economic and Fiscal Update, the budget documents, 
The Fiscal Monitor and the Annual Financial Report of the Government of Canaaa, is the 
accumulated deficit. It is the federal government’s main measure of debt. 
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The federal debt burden has been reduced significantly... 


Federal Debt (Accumulated Deficit) 
(Public Accounts Basis) 
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M@ The reduction of the federal debt combined with strong economic growth— 
the best in the G7 since 1997—has resulted in a significant decline in the federal 
debt-to-GDP ratio. 


@ This ratio is the most appropriate measure of the debt burden, since it measures 
the federal debt relative to the ability of the nation’s taxpayers to finance it. 


@ Asa share of GDP, federal debt dropped to 38.7 per cent in 2004—05, down from the 
peak of 68.4 per cent in 1995-96. This is the ninth consecutive year in which the 
federal debt-to-GDP ratio has declined, bringing it to its lowest level since 1983-84. 
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..reducing federal debt charges as a share of revenues 


Federal Debt Charges as a Share of Revenues 


(Public Accounts. Basis) 
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Source: Public Accounts of Canada. 


@ The reduction in the federal debt burden, combined with lower interest rates, has 
allowed the Government to reduce the share of revenues used to service the debt, 
leaving a greater share of revenues available to address other priorities. 


™ Federal debt charges as a percentage of budgetary revenues have declined from 
37.6 per cent in 1995-96 to 17.2 per cent in 2004—05, the lowest ratio since 
the late 1970s. 
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The Government is committed to continue reducing the debt burden 


Federal Debt-to-GDP Projections (Accumulated Deficit) 
(Public Accounts Basis) 
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Sources: Public Accounts of Canada; Statistics Canada; Department of Finance Canada calculations. 


M@ With the aging of Canada’s population, the country will face increases in aging-related 
expenditures, such as elderly benefits and health care. In order to meet these future 
pressures, it is critical that the federal government maintain a strong focus on fiscal 
discipline and debt reduction over the next several years, before the major impacts of 
population aging are felt. 


@ In the 2004 budget, the Government set a long-run goal of reducing the debt-to-GDP 
ratio to 25 per cent by 2014-15. 


@ To ensure that the federal debt burden continues to fall, the Government of Canada 
Is nOW announcing a new objective of reducing the federal debt-to-GDP ratio to 
below 20 per cent by 2020. 


M Reducing the federal debt-to-GDP ratio to below 20 per cent would mean that less 
than 10 cents of every revenue dollar would go to service the debt, compared to 
17.2 cents in 2004-05. 
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The decline in federal program expenses was the major contributor 
to fiscal consolidation 


Federal Program Expenses-to-GDP Ratio 
(Public Accounts Basis) 


per cent of GDP 
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Sources: Public Accounts of Canada; Statistics Canada. 


mM The decline in program expenses as a percentage of the economy was the major 
contributor to the elimination of the deficit and the emergence of eight consecutive 
budgetary surpluses. 


m™ The ratio of federal program expenses to GDP has declined significantly from 
P6;3 per cent 11. 1992-93 to) 12.6. per centun 2004-03, 


m Excluding one-time spending in 2004-05, program expenses as a share of GDP were 
11.8 per cent, up slightly from 11.6 per cent in 2003-04. 
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About half of the increase in program expenses in 2004-05 
was due to one-time spending 


Table 3.1 
Federal Program Expenses 
2003-04 2004-05 Change 
(millions of dollars) 
Major transfers to persons 41,960 42,619 659 
Major transfers to other levels 
of government 
Support for health care and 
other social programs 22,341 23,081 740 
Wait Times Reduction Fund 4,250 4,250 
Medical Equipment Fund 500 500 
Early learning and child care 700 700 
Fiscal arrangements and other transfers 9,351 13,340 3,989 
Offshore Revenues Accords 2,830 2,830 
Other transfers -2,300 -2,746 -446 
Total 29,392 41,955 12,563 
Subsidies and other transfers 22,964 25,001 Z0St 
Other program expenses 47,039 53,097 6,057 
Of which: AECL environmental liabilities 2,319 2,319 
Total program expenses 141,355 162,672 21,316 


@ Program expenses amounted to $162.7 billion in 2004-05, an increase of $21.3 billion, 
or 15.1 per cent, from 2003-04. Increases were recorded in all major components, 
primarily reflecting the impact of previous budget measures. 


@ ‘Transfers to the provinces and territories accounted for $12.6 billion or almost 
60 per cent of the increase in program spending in 2004-05. 


@ Approximately half of the $21.3-billion increase, or $10.6 billion, was due to 
one-time spending, including: 
— $4.3 billion for the Wait Times Reduction Fund. 
— $2.8 billion for the Offshore Revenues Accords. 
— $2.3 billion for Atomic Energy of Canada Limited (AECL) environmental liabilities. 
— $700 million for early learning and child care. 
— $500 million for medical equipment. 


m@ About 80 per cent of these one-time expenses related to transfers to provinces and 
territories. Excluding one-time expenses, program spending was up 7.6 per cent. 
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The revenue-to-GDP ratio has declined since 2000 
as a result of tax cuts 


‘Federal Revenue-to-GDP Ratio 
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Sources: Public Accounts of Canada; Statistics Canada. 


™ Budgetary revenues as a percentage of GDP represent an approximate measure of 
the overall federal “tax burden” in that it compares the total of all federal revenues 
collected to the size of the economy. 


mM The ratio stood at 15.4 per cent in 2004-05. It has been relatively stable since 


2001-02, but is down significantly from an average ratio of 17.0 per cent over 
the period 1996-97 to 2000-01. 


@ This decline is primarily due to the tax reduction measures announced in 2000, 
which significantly reduced personal and corporate income taxes, as well as 
reductions in employment insurance premium rates every year. 
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Improved finances have allowed the Government to make investments 
in key priorities 


Major Investments in the Priorities of Canadians 


m@ $100-billion Five-Year Tax Reduction Plan 
M@ Significant new funding for health care 
@ Additional funding for less prosperous provinces and the territories 
@ Support for early learning and child care 
™@ Support for post-secondary education and skills development 
Investments in research and innovation 
New Deal for Cities and Communities 
International assistance 


Defence and security 


@ The Government’s improved fiscal situation, combined with low inflation, has led 
to low interest rates and renewed growth in the standard of living of Canadians. 


m@ This “virtuous circle” of improved fiscal and economic performance has resulted in 
increased government revenues—which have given the Government the means to 
invest in key priority areas, including: 


— The $100-billion Five-Year Tax Reduction Plan, which was fully implemented 
by 2004-05. This is the largest tax cut in Canadian history. 


— Significant new funding for health care. 


— A new framework for equalization and Territorial Formula Financing to support 
provincial and territorial spending on public services in less prosperous regions 
of the country. 


— Investments in key social programs, such as early learning and child care, housing 
and Aboriginal programs. | 


— Strategic investments to build a world-class research environment and develop 
a highly skilled and educated workforce. 


— The New Deal for Cities and Communities, which includes investments in 
Green Municipal Funds and transferring the equivalent of 5 cents per litre 
of the federal gas tax by 2009-10. 


— Increased funding for international assistance, including debt relief for poor 
countries towards meeting the Government’s pledge to double assistance by 
2010-11 from its 2001-02 level. 


— New investments in defence, including new equipment and an expansion of 
the number of troops, as well as funding for key national security initiatives. 
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The Government has increased its support for health care 


‘Total Federal Cash Transfers in Support of Health Care 
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@ The most significant of recent investments is the $41 billion in new health care 
funding to be provided to the provinces and territories over the next 10 years in 
order to ensure quality health care for Canadians. 


— Cash transfers for health care will increase by more than 20 per cent in 2005-06, 
from $16.3 billion to $19.6 billion. 


— After 2005-06, the Canada Health Transfer will automatically grow 
by 6 per cent annually. 


— Over the next 10 years, federal cash transfers for health care will almost double, 
reaching $30.5 billion by 2013-14. 


™ This represents a major financial commitment by the Government, given that the 
6-per-cent annual escalator significantly exceeds the expected 4.5-per-cent growth 
in nominal GDP, which is the broadest measure of the Government’s tax base. 


@ The Organisation for Economic Co-operation and Development (OECD) has 
endorsed this new federal funding: 


“With a long-term federal contribution to provincial health budgets now agreed, provinces should 
focus on greater efficiency, instead of seeking additional federal funding, in order to meet health 
care objectives.... To achieve associated efficiency gains, these arrangements should be made 
impervious to any further renegotiation efforts over the 10 year period. They provide the provinces 
with a clear basis for long term planning and allow them to concentrate their efforts on delivering 


better results than achieved under the previous arrangements.” (OECD, Economic Survey of 
Canada 2004) 
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The provincial-territorial sector recorded a surplus in 2004-05 


Federal and Provincial-Territorial 5 steakseahl Balances 
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1 Estimate for 2004-05 is for the provincial-territorial balance. 
Sources: Federal and provincial-territorial Public Accounts and budgets; Statistics Canada. 


@ Both the federal and provincial-territorial governments have contributed to the 
significant turnaround in Canada’s fiscal situation over the last 12 years. 


m@ In 2004-05, the provincial-territorial sector is estimated to have recorded an aggregate 
surplus of $6.8 billion, with seven provinces and one territory recording balanced 
budgets or better. 


m@ The provincial-territorial sector has now posted surpluses in four of the last six years 
and is expected to remain in surplus in 2005-06. 
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The debt burden continues to fall for both orders of government 


~ Federal and Provincial-Territorial Debt 
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1 Estimate for 2004-05 is for the provincial-territorial debt only. 
Sources: Federal and provincial-territorial Public Accounts and budgets; Statistics Canada. 


@ The provincial-territorial debt-to-GDP ratio is expected to decline to 
22.2 per cent in 2004-05, a decline of 6.5 percentage points from its peak 
of 28.7 per cent in 1999-2000. This marks the fifth consecutive annual decline 
in the provincial-territorial debt burden. 


m@ The federal debt burden remains much higher than the combined provincial-territorial 
debt burden. As a result, the federal government continues to face much higher 
debt-servicing charges than the provincial-territorial sector. 
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Provincial debt burdens vary significantly 


Provincial Debt (2004-05) 
(Public Accounts Basis) 
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@ Debt burdens vary considerably from one province to another. 


@ Newfoundland and Labrador and Nova Scotia have the highest debt burdens in 
the country, at 60.7 per cent and 41 per cent of GDP, respectively. 


@ All other provinces have a debt burden that is lower than that of the 
federal government. 


@ Alberta is the only province in a net asset position, amounting to 8.1 per cent of GDP. 
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Canada is again expected to be the only G7 country to record 
a surplus in 2005 and 2006 


~ Total Government Financial Balances 
(National Accounts Basis) 
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@ According to the OECD, Canada was the only G7 country to record a surplus 
in 2004 for the total government sector. 


M Canada’s surplus for 2004 was 1.3 per cent of GDP, compared to an average deficit 
of 4.1 per cent in the G7 countries. 


M Moreover, Canada is expected to continue to be the only G7 country to post a total 
government surplus again in 2005 and 2006, according to the OECD. 


Data for International Comparisons 


Two important factors need to be taken into account in making international comparisons: 
differences in accounting methods among countries, which affect the comparability of data, 
and differences in financial responsibilities among levels of government within countries. 


For these reasons, the OECD’s standardized System of National Accounts definitions and data 
are used, and the focus is the total government sector (i.e. the combined national and 
subnational levels, as well as the public pension systems). In Canada, the total government 
sector includes federal, provincial-territorial and local governments as well as the Canada 
Pension Plan and Quebec Pension Plan. 
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Canada’s debt burden has declined from the second highest 
to the lowest among G7 countries 


Total Government Net Financial Liabilities 
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Sources: OECD Economic Outlook, No. 77 (June 2005); Federal Reserve, Flow of Funds Accounts of the United States 
(June 2005); Department of Finance Canada calculations. 


M@ Since peaking in 1995, Canada’s total government net debt as a share of GDP fell 
37.1 percentage points to 32.2 per cent of GDP in 2004. 


m@ Asa result, Canada now has the lowest debt burden among G7 countries. 
In the mid-1990s, Canada’s debt burden was the second highest. 


m@ Moreover, Canada is projected to be the only G7 country with a declining 
debt burden in 2005. 
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Canada’s program spending as a share of GDP is now well below 
the G7 average 


Total Government Program Spending 
(National Accounts Basis) 


per cent of GDP 
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Source: OECD Economic Outlook, No. 77 (June 2008). 


mM Between 1992 and 2004, Canada’s total government program spending as a share of 
GDP fell 9.4 percentage points. In contrast, the average for the G7 countries remained 
virtually unchanged over this period. 


M Canada’s program spending relative to GDP is now well below the G7 average and 
is the third lowest in the G7, only slightly greater than in the United States and Japan. 
The OECD expects that this will continue in both 2005 and 2006. 
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Private Sector Five-Year Economic and Fiscal Projections fof 


Highlights 


The Government is committed to sound financial 
management, including delivering balanced 
budgets or better, through prudent budget planning 
and reducing the burden of the federal debt. 


This Update maintains the annual $3-billion 
Contingency Reserve. It also includes an additional 
amount for economic prudence of $1 billion in 
2006-07, rising to $4 billion by 2010-11. 


The fiscal projections in this Update have been 
prepared by four private sector forecasting 
organizations on a National Accounts basis of 
accounting, using the average of private sector 
economic forecasts. These projections have been 
converted by the Department of Finance to a 
Public Accounts basis of accounting—the basis 
on which the Government reports its financial 
position to Parliament (the detailed conversion 

is set out in Annex 3). 


Based on the average of the projections provided 
by the four forecasting organizations, and after 
subtracting amounts for the Contingency Reserve, 
economic prudence and the cost of initiatives 
proposed before this Update, the status quo 
surplus for planning purposes is estimated to be 
$8.2 billion for 2005-06, rising to $11.3 billion 
in 2010-11, for a total of $54.5 billion over 

the six-year period. 


Projected planning surpluses are significantly 
higher than those in the 2005 budget due to 
continued growth in corporate income tax 
revenues, partly resulting from much higher energy 
prices, mainly for natural gas prices; strong 
growth in personal tax revenues during the first 
part of 2005-06, reflecting recent growth in 
employment and earnings; and lower public 
debt charges, primarily reflecting lower interest 
rates than expected at the time of the 

2005 budget. 
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The Economic and Fiscal Update 


As is the standard practice, the Update releases 
some of the economic prudence built into the 
2005 budget projections, which adds to the 
surplus for planning purposes. 


Initiatives proposed since the 2005 budget, 
including those in this Update toward implementing 
the Government’s Plan for Growth and Prosperity, 
total $49.8 billion through 2010-11. 


The remaining planning surplus amounts to 
$1.6 billion in 2005-06 and ranges from about 
$2 billion to $3.5 billion annually over the next 
five years, totalling $15.5 billion. 


The debt-to-GDP (gross domestic product) ratio 
is projected to fall to about 29 per cent by 
2010-11 (based on balanced budgets), putting 
the Government on track to meet the objective 
set out in the 2004 budget of reducing the ratio 
to 25 per cent by 2014-15. This Update 
announces a new objective of reducing the 
debt-to-GDP ratio to 20 per cent by 2020. 


Tax reduction measures proposed in the 2005 
budget and in this Update are projected to reduce 
revenues as a share of GDP to 14.4 per cent by 
2010-11, from 15.4 per cent in 2004-05. 


Program expenses as a share of GDP are projected 
to remain close to a postwar low of 12 per cent 
over the planning period. 


The Government has implemented virtually all of 
the recommendations proposed by Dr. Tim O’Neill 
in his review of the federal forecasting process. 
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Approach to budget planning 


The Government’s approach to budget planning involves four key steps. The first step 
involves using private sector economic forecasts for budget-planning purposes. 


— The Department of Finance conducts surveys of private sector economic forecasters. 
In total, about 20 forecasters are surveyed on a quarterly basis. 


— Each fall the Department of Finance conducts extensive consultations with an 
economic advisory group, which includes the chief economists of Canada’s 
major chartered banks and leading economic forecasting organizations as well 
as representatives from different regions of the country. 


The second step involves using the average private sector economic forecast to 
develop status quo fiscal projections for the fall Economic and Fiscal Update. 


— Four private sector forecasting organizations develop detailed fiscal projections 
on a National Accounts basis, based on tax and spending policies in place at 
the time of the last budget. 


— The four organizations are Global Insight, the University of Toronto, the 
Conference Board of Canada and the Centre for Spatial Economics. 


— These projections are then translated to a Public Accounts basis by the 
Department of Finance. For the current fiscal year, year-to-date fiscal results are 
also used to estimate the potential budgetary outcome. 


The third step adjusts the resulting fiscal projections for prudence to derive the fiscal 
surpluses for budget-planning purposes. 


— An annual Contingency Reserve is set aside to guard against unforeseen 
circumstances. If not needed, it is applied to reduce the federal debt (accumulated 
deficit). An additional amount for economic prudence is included to provide further 
protection against falling back into deficit. If this amount is not needed, it becomes 
available to fund new priorities. 


— The Contingency Reserve is normally set at $3 billion per year, while the economic 
prudence is generally set at $1 billion in the first year of the five-year planning 
horizon, rising to $4 billion by year five. 
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The Economic and Fiscal Update 


The Government has proposed a fourth step, aimed at dealing with unanticipated 
federal surpluses at year end. Currently any unanticipated surplus at the end of 

the fiscal year is applied to reduce the federal debt. Under proposed legislation, 

any unexpected federal surplus over the $3-billion Contingency Reserve before 
closing the financial statements would be divided equally among tax relief, social 

and economic spending, and debt reduction. The $3-billion Contingency Reserve 
would continue to be applied to reduce the federal debt in the absence of unexpected 
shocks. For 2005-06 and 2006-07, amounts allocated under Bill C-48 (for affordable 
housing, post-secondary education, the environment and foreign aid) would be 

taken into account. 


— Tax relief would be provided as a credit to taxpayers when they receive their 
notice of assessment for that year. 


— This tax relief could be made permanent, conditional on the Minister of Finance’s 
assessment that it is affordable. The tax relief would take the form of an increase 
in the basic personal amount and the spouse or common-law partner amount. 


— The spending priorities would be set out every year in the budget, or other 
legislation tabled in the House of Commons, in order to ensure parliamentary 
review, debate and approval. 


The proposed approach for dealing with unexpected surpluses is one of a number 
of recommendations made by Dr. Tim O’Neill in his report, Review of Canadian 
Federal Fiscal Forecasting: Processes and Systems. The report was prepared at the request 
of the Minister of Finance to ensure that the Government continues to use the most 
up-to-date economic and fiscal-forecasting methods, and to benchmark Canadian 
practices against the best in the world. The Minister of Finance tabled Dr. O’Neill’s 
report in the House of Commons on June 20, 2005. The report sets out 

14 recommendations, 12 of which are in the Government’s purview (the other 

two are related to the House of Commons Standing Committee on Finance). 

These recommendations and actions taken by the Government are provided at the 
end of this chapter. 
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Planning assumptions used to develop 
the five-year status quo fiscal projections 


M@ The four private sector forecasting organizations derived projections of the major 
components of the federal budgetary balance on a National Accounts basis, using 
the economic forecasts outlined in Table 4.1. These projections were converted 
to a Public Accounts basis by the Department of Finance (details of this reconciliation 
by component of revenues and expenses are provided in Annex 3). The projections 
are based on the following assumptions. 


— The projections include the impact of the policy initiatives announced in previous 
budgets. On the tax side they include all of the tax measures announced in the 
2005 budget, including an increase in the basic personal amount to $10,000, the 
elimination of the corporate surtax and the reduction in the general corporate 
income tax rate to 19 per cent. However, they do not include the impact of the 
other policy decisions taken since the 2005 budget. In particular, these projections 
do not reflect the proposed cost of commitments associated with Bill C-48, the 
Canada-Ontario agreement on education, housing and infrastructure and labour 
market development, as well as measures to address the impact of higher energy 
prices. The cost of these new initiatives is added to the status quo projections 
by the Department of Finance. 


— In light of the detailed information required to prepare projections of direct 
program expenses and public debt charges, the private. sector organizations agreed 
to use National Accounts projections for these components provided by the 
Department of Finance. For direct program expenses, the projections are consistent 
with expenses reported in the 2005 budget for 2005-06 to 2009-10. 


— Major transfers to other levels of government are consistent with current legislation. 
Agreements on funding for early learning and child care as well as transfers in 
support of Canada’s cities and communities currently extend through 2009-10. 
The Government is committed to being a long-term partner with the provinces 
and territories in these areas. For planning purposes, these transfers are set at 
their 2009-10 levels for 2010-11. 


— The four forecasting organizations were asked to set projected employment 
insurance (EI) premiums equal to projected costs of the EI program on an annual 
basis from 2006 to 2011. This is consistent with the new EI rate-setting regime 
for 2006 and future years. The new regime is based on the following principles: 
premium rates should be set transparently; premium rates should be set based on 
independent expert advice; expected premium revenues should correspond to 
expected program costs; premium rate setting should mitigate the impact of the 
business cycle; and premium rates should be relatively stable over time. 
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Economic assumptions underlying the average 
private sector status quo fiscal projections 


Table 4.1 
Average of Private Sector Economic Forecasts: 
September 2005 Survey 

2005 2006 2007 2008-2010 

(per cent) 

Real GDP growth 2.8 PS) 3.1 2.9 
GDP inflation 2.4 Ze 1.6 hee 
Nominal GDP growth Se] Oe 4.7 4.7 
3-month treasury bill rate Zl 3.4 4.1 4.2 
10-year Government of Canada bond rate 4.0 4.4 ol 5.4 


Note: The number of survey respondents declines from 16 in 2005 to 8 in 2010. 


m™@ The average private sector forecast of real GDP growth is 2.8 per cent in 2005, 
2.9 per cent in 2006 and 3.1 per cent in 2007. The average growth forecast over 
the 2008 to 2010 period is 2.9 per cent. 


— GDP inflation is expected to be 2.4 per cent in 2005, decline to 2.2 per cent 
in 2006 and average around 1.7 per cent annually through 2010. 


— Nominal GDP growth is expected to average 5.3 per cent in 2005, up from 
the growth of 4.9 per cent forecast in the February 2005 budget. Nominal 
GDP growth is projected to remain relatively stable at 5.2 per cent in 2006 
(up from 5.0 per cent forecast at the time of the 2005 budget), and to slow to 
an annual average of 4.7 per cent through 2010. Over the 2007 to 2010 period, 
nominal GDP growth is expected to be about the same as forecast at the time 
of the 2005 budget. 


— After adjusting for historical revisions, the level of nominal GDP is projected 
to be about $5 billion higher in 2005 than expected at the time of the 2005 budget. 
The level of nominal GDP is expected to be about $7 billion higher in 2006, and 
$3.5 billion higher in 2007. 


m@ Short-term interest rates are expected to average 2.7 per cent in 2005 before rising 
to 3.4 per cent in 2006 and 4.1 per cent in 2007. Over the 2008 to 2010 period, 
short-term interest rates are expected to average 4.2 per cent. Private sector 
forecasters project a gradual rise in longer-term interest rates from 4.0 per cent 
in 2005 to 5.1 per cent by 2007, and averaging 5.4 per cent over the 
2008 to 2010 period. 
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Status quo fiscal projections on a National Accounts basis 


Table 4.2 
Private Sector Surplus Projections 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(billions of dollars) 


Conference Board of Canada 11.9 16.4 16.6 13.0 11.6 13.8 
University of Toronto 11.4 17.4 18.4 15.6 15.2 18.0 
Global Insight 10.5 153.2 15.9 13.8 13.7 18.5 
Centre for Spatial Economics 10.4 (rents 17.4 16.2 Pie AIRS 
Average i 16.2 are 14.7 14.4 17.9 
Forecast range 1.6 ee 20 3.2 5.7 (Gs) 
m@ The private sector forecasting organizations provided National Accounts-based 


projections of the Government’s budgetary balance on a status quo basis and before 


subtracting amounts for the Contingency Reserve and economic prudence as well 
as the cost of initiatives announced since the February 2005 budget. 


On average, the four forecasting organizations project a status quo National 
Accounts surplus of $11.1 billion in 2005-06, $16.2 billion in 2006-07 and 
$17.0 billion in 2007-08, declining thereafter to $14.4 billion in 2009-10 before 
climbing to $17.9 billion in 2010-11. 


All four organizations project a decrease in the surplus in 2008-09. This largely reflects 
the implementation of tax cuts and spending initiatives announced in the 2005 budget. 


The differences in the projections among the four forecasters primarily reflect 
differing assumptions about the responsiveness of tax revenues to growth in the 
various income tax bases. 


— The Centre for Spatial Economics projects the highest surpluses on average, 
primarily because it expects higher corporate income taxes, non-resident 
withholding taxes and excise taxes associated with fuel, alcohol and tobacco 
relative to the other three forecasting organizations. 


— The Conference Board of Canada projects the lowest surpluses on average, 
primarily because it projects relatively weaker personal income tax revenues. 


— Global Insight and the University of Toronto project surpluses that are more 
closely in line with the average projections. 


The range in the projections is $1.6 billion in the first year of the planning period, 
rising to $7.5 billion in 2010-11. These differences are relatively small in relation 
to combined federal revenues and expenses of about $400 billion. For example, 
by 2010-11 the range represents 2.8 per cent of revenues and 1.4 per cent of 
combined revenues and expenses. 
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Status quo fiscal projections on a Public Accounts basis 


Table 4.3 
Average Private Sector Surplus Projection—Status Quo Underlying Surplus 


Actual Projection 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(billions of dollars) 


National Accounts basis 
Average of private sector 
surplus projections 2.8 hides 16.2 T7720 14.7 14.4 Le9 


Adjustments for 2005-06 


collections -2.5 -2.6 -2./ -2.9 -3.0 -3.1 


Other adjustments -1.2 4.8 1.4 2A 3.9 Sal 6:0 


Total adjustments -1.2 2.4 -1.2 -0.7 al Zl 1.9 


Public Accounts status quo 
underlying surplus 1.6 13.4 15.0 16.4 hoa 16.5 19.8 


Table 4.3 reviews the key adjustments required to translate the National Accounts 
surplus projections to a Public Accounts basis. Detailed reconciliations are provided 
in Annex 3. The first adjustment is to incorporate the most recent fiscal data available. 
Estimates of government revenues and expenses on a National Accounts basis 
normally lag the Public Accounts estimates by several months and do not 

incorporate the final 2004—05 results. 


In total, the Department of Finance adjusted the private sector National Accounts 
projections by $2.5 billion in 2005-06, largely reflecting personal income tax 
collections to date. As explained in Annex 3, the National Accounts estimate year- 
over-year growth in personal income tax revenues of nearly 12 per cent in the second 
quarter of 2005, considerably above the estimated growth in the applicable tax base 
and the year-to-date growth in the Public Accounts-based data as reported in the 
September Fiscal Monitor of 8.6 per cent. 


The other key adjustments reflect differences in the accounting treatment of 
revenues and expenses between the two accounting systems. Notably: 
~ Differences in the timing of expenses related to initiatives in the 2005 budget. 


— Differences in the treatment of capital expenses between the National Accounts 
concept of net lending (which includes cash expenditures) and the Public Accounts 
budgetary balance (which includes only depreciation amounts). 


The status quo underlying surplus on a Public Accounts basis is $13.4 billion in 
2005-06, rising to $19.8 billion by 2010-11. 
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Table 4.4 
Surpluses for Purposes of Fiscal Planning 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(billions of dollars) 

Status quo underlying surplus 13.4 15.0 16.4 15.7 16.5 19.8 
Initiatives proposed before the Update 2:3 1.8 te 1.9 1.6 Bes) 
Allocation for prudence 

Contingency Reserve 3.0 3.0 3.0 3.0 3.0 3.0 
Economic prudence 1.0 a0 3.0 oP 4.0 
Total 3.0 4.0 5.0 6.0 6.5 1Q 
Status quo planning surplus Gra 9.2 9.5 7.9 8.4 14123 


Note: Totals may not add due to rounding. 


™@ In order to derive the fiscal surplus for planning purposes, the cost of initiatives 


proposed before this Update (see Table 1.2), as well as allocations for the Contingency 
Reserve and economic prudence, must be deducted from the status quo surplus. 


M@ Table 4.4 provides the estimates of the surplus for planning purposes. The surplus 
Is projected to be $8.2 billion in 2005-06, $9.2 billion in 2006-07, rising to 
$11.3 billion by 2010-11, for a six-year total of $54.5 billion. 


@ The $8.2-billion increase in the status quo planning surplus for 2005-06 reflects a 
number of economic and fiscal developments, which are explained in detail in the 


following pages. 
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Change in the 2005-06 Status Quo Planning Surplus 


Since the 2005 Budget (Billions of Dollars) 


(+) 
Release of prudence and other 
Lower debt charges 
Higher growth in personal income 
tax revenues 
Higher growth in corporate income 
tax revenues 
Carry-forward of higher revenues 
from 2004-05 

0) 


Initiatives announced prior 
to the Update 


Note: Figures may not add due to rounding. 


mM Revenues in 2004-05, largely corporate income tax revenues related to the energy 
sector, came in $2.6 billion higher than projected in the 2005 budget, and this gain is 
expected to carry forward to future years, providing a permanent boost to the level of 
revenues as projected in the 2005 budget. 


@ Growth in corporate income tax revenues in 2005-06 is now expected to be much 
stronger than anticipated at the time of the 2005 budget, largely due to the increase 
in energy prices since the budget and the carry-forward for 2004-05. This has 
increased the status quo planning surplus by $3.1 billion. 


@ Growth in personal income tax revenues in early 2005 was extremely strong, and 
appears to be linked to much stronger-than-expected employment income growth. 
This has increased the status quo planning surplus by $1.7 billion. 


@ Public debt charges are projected to be lower than forecast in the 2005 budget 
due primarily to lower interest rates, adding about $1 billion to the status quo 
planning surplus. 


@ As is the norm, the Government has released the $1 billion of economic prudence 
set aside in the 2005 budget for 2005-06. A number of other factors have also 
increased the projected budgetary balance. Revenues of enterprise Crown 
corporations are expected to be somewhat higher. Expenses related to the new 
offshore arrangements with Newfoundland and Labrador and Nova Scotia (reflecting 
a change in accounting treatment) and employment insurance benefits are expected to 
be somewhat lower than at the time of the 2005 budget. Together, these factors add 
about $1 billion to the status quo planning surplus. 


mM The cost of new initiatives proposed before this Update has increased expenses 
by $2.3 billion. 
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Changes in key variables since the 
February 2005 budget fiscal projections 


Corporate Income Tax Receipts, Corporate Profits and Energy Prices 


Energy Sector Income Contribution Change in Forecast Crude Oil and Natural Gas Prices 
to Total Corporate Tax Receipts Since the 2005 Budget 


billions of dollars Energy 
ag Energy $4.1 billion tne 


$2.0 billion Natural gas 


30 


2006 200 
2003-04 2004-05 Qt Qt 


Corporate Profits as a Share of GDP 
(Fall Update 2005 vs. Budget 2005 Forecast) 


per cent 
16 ~= 


eae: “Fall Update 2005 
Bhi eS 
Budget 2005. 


@ The outlook for corporate income tax receipts is significantly higher throughout 
the planning period, reflecting a number of factors. 


@ The final outcome for corporate income tax receipts in 2004-05 was $1.5 billion 
higher than projected in the 2005 budget, partly due to a doubling of tax receipts 
received from firms in the energy sector. This better-than-expected result carries 
forward into 2005—06 and future years. 


@ Prices of natural gas and crude oil increased significantly in 2005 and are now expected 
to be considerably higher than forecast at the time of the 2005 budget—50 per cent 
higher on average over the next three years. This has increased the outlook for 
corporate profits and associated tax receipts. 


@ The higher corporate profits also reflect the assessment of private sector economists 
that the share of corporate profits in GDP will remain close to the current historical 
peak over the planning period (see box entitled “Gross Domestic Product—Income- 
Based Components”). In the 2005 budget, the share of corporate profits in GDP 
was assumed to slowly return to its historical average. 
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Changes in key variables since the 
February 2005 budget fiscal projections 


Personal Income Taxes and Interest Rates 


Projected Growth in Change in Forecast 
Personal Income Tax Receipts Interest Rates 
(2005-06) Since the 2005 Budget 
per cent basis points 


-4 00 Bk a a ee a ee fo ores OURS Gg aenariar 
Budget 2005 Fall Update 2005 2005 2006 2007 2008 2009 2010 
Projection Projection Q1 Q1 Qi Q1 Q1 Qi 


M@ In addition to strong growth in corporate income tax receipts, personal income tax 
collections have been very strong in early 2005. Over the first six months of 2005-06, 
personal income tax receipts grew 8.6 per cent, about twice the forecast growth of 
wages and salaries over the period, and much more rapidly than projected in 
Budget 2005. However, this is somewhat consistent with recent monthly labour force 
data, which show strong growth in total earnings in the third quarter of 2005. The 
unanticipated strength in personal income tax receipts is expected to result in 


significantly higher personal income tax receipts than projected at the time of the 
2005 budget. 


M@ Projections for short- and long-term interest rates have been lowered since the 
2005 budget, translating into lower projected public debt charges. 


The Fiscal Impact of Higher Oil and Natural Gas Prices 


The impact of higher oil prices on the budgetary balance is largely neutral, while the impact of 
higher natural gas prices is Significantly positive. This difference is due to two primary 

factors. First, net exports of natural gas are about 2% times larger than net exports of crude oil— 
which means that the increase in corporate profits occasioned by an increase in gas prices is 
much higher than the increase occasioned by an equivalent increase in oil prices. Second, 
consumer expenditures on petroleum products are about five times as large as expenditures 

on natural gas, which means that an increase in oil prices increases the Consumer Price Index 
and the associated costs of indexed programs to a much greater extent than increases in 
natural gas prices. These programs include Old Age Security, the Guaranteed Income 
Supplement, the Canada Child Tax Benefit and the goods and services tax (GST) credit. Also, as 


the personal income tax system is fully indexed, higher inflation due to increases in oil prices 
reduces personal income tax collections. 
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Gross Domestic Product—Income-Based Components 


@ The income composition of nominal GDP plays a key role in the fiscal forecast because 
different components of income are taxed at different rates. 


@ In the February 2005 budget, the share of wages, salaries and supplementary labour income 
and that of corporate profits in GDP were assumed to converge toward their long-term 
historical averages. In the budget, the income shares of wages, salaries and supplementary 
labour income and corporate profits were assumed to be 51 per cent and 11.3 per cent, 
respectively, by 2010. 


@ However, the significant rise in energy prices, particularly natural gas prices, has raised 
the outlook for corporate profits this year and over the remainder of the outlook. Projected 
energy prices are on average about 50 per cent higher over the next three years compared 
to the budget outlook. 


@ Starting with this Update, the Department of Finance has expanded its survey of private 
sector economic forecasters to include forecasts of GDP income components. The 
September 2005 survey suggests the private sector forecasters expect that the share of 
corporate profits (before taxes) will rise from 14 per cent of GDP in the second quarter of 
2005 and peak at 14.8 per cent in 2006 before stabilizing at around 14.1 per cent of GDP 
over 2008 to 2010—significantly higher than the historical average of about 10 per cent. 
The survey suggests that the share of wages, salaries and supplementary labour income 
in GDP will decline slightly, from almost 50 per cent in the second quarter of 2005 to 
average 49.1 per cent of GDP over 2008 to 2010. 


@ The change in the projected income shares of GDP is not neutral from a fiscal point of 
view. Corporate profits are taxed at a much higher effective rate than personal income 
(17.1 per cent in 2004-05, compared to 9.3 per cent for personal income) so the shift 
in the assumed income share of GDP results in a net fiscal gain. 


Gross Domestic Product, Income-Based Components 


2004 2005 2006 2007 2008-2010 


(per cent of nominal GDP) 
Wages, salaries and 


supplementary labour income 49.9 49.4 49,2 49.4 49.1 
Corporation profits before tax 13.6 14.4 14.8 14.6 14.1 
Interest and miscellaneous 

investment income 4.3 4.4 4.6 4.7 DD 
Taxes less subsidies, on factors 

of productions and products VES eo 11.4 114.3 qt 
Capital consumption allowances 13.4 13.3 13.3 13.4 g i i 
Other is 7.0 6.7 6.6 6.6 
Total 100.0 100.0 100.0 100.0 100.0 


Sources: Statistics Canada; September 2005 Department of Finance survey of private sector forecasters 
and Department of Finance assumptions. 
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Other governments are also experiencing stronger revenues 


Revisions to Revenue Projections for 2005-06 Since the 2005 Budget 


per cent 
12 


10 


OMB CBO INGE Alta. BiG, Seek 
Canada United States Provinces 


Note: Provinces that have not revised their revenues since their 2005 budgets have been omitted from the chart. 


Sources: Federal and provincial-territorial budgets and updates; Office of Management and Budget (OMB) 
Congressional Budget Office (CBO). 


@ The Government of Canada is not alone in experiencing stronger-than-expected 
revenue growth in 2005-06. Forecasts for the U.S. federal government made by the 
Office of Management and Budget (OMB) and the Congressional Budget Office 
(CBO) were also revised upwards for 2005-06, mainly as a result of higher revenues 
from personal and corporate income taxes and payroll taxes. This experience is quite 
similar to that of the Government of Canada. 


@ Moreover, most provinces that have revised their forecasts for 2005—06 are now 
expecting higher revenues than projected in their 2005 budgets. Revisions to 
provincial revenues are largest in Newfoundland and Labrador, Alberta, British 
Columbia and Saskatchewan, mainly reflecting higher royalties from oil and natural gas 


production. Personal and corporate income tax revenues are also higher than expected 
in most of these six provinces. 


M@ These upward revisions generally followed better-than-projected outcomes for the 
2004—05 fiscal year. For example, in the U.S., the final outcome for the budget 
balance was better than projected by both the OMB and the CBO largely because 


revenues turned out to be about US$100 billion, or almost 5 per cent, higher than 
projected last February. 
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Changes since the February 2005 budget fiscal projections 


Table 4.5 
Changes in the Fiscal Outlook Since the February 2005 Budget 
Actual Projection 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 
(billions of dollars) 
Budget 2005 planning surplus 3.0 0.0 0.0 0.0 0.0 0.0 
Initiatives proposed before the Update -2.3 “1.8 “1.8 -1.9 -1.6 


Impact of economic changes‘ 


Budgetary revenues 


Personal income tax 0.2 1.9 V2 0:5 -1.0 -2.3 
Corporate income tax “Lee 4.6 6.6 0.3 8.6 10.7 
Employment insurance premiums 0.2 0.1 -1.3 -1.4 -1.6 -1.7 
Other revenues 0.6 0.6 0.7 0.1 -0.4 -0.9 
Total 2:6 [ee 7.3 6.4 5.6 5.9 


Program expenses 
Major transfers to persons 


Elderly benefits 0.1 -0.1 -0.1 0.1 -0.1 -0.2 
Employment insurance 

benefits B5 164 die Rs she 1.8 

Total 0.6 7,0 pe 1.6 1.6 liv 
Major transfers to other levels 

of government -2.9 0.2 0.3 0.7 0.4 0.3 

Direct program expenses -2.3 0.0 0.0 0.0 0.0 0.0 

Total -4.5 1.1 nS) 2.3 ou 2.0 

Public debt charges 0.6 ea cle 1.6 ES led 

Release of prudence ~ 1.0 70 1.0 0.5 0.5 

Status quo planning surplus 2.6 8.2 9.2 9.5 7.9 8.4 


Note: Totals may not add due to rounding. 


1 A positive number implies an improvement in the budgetary balance. A negative number implies a deterioration 
in the budgetary balance. 


mM Table 4.5 provides a breakdown by revenue and expenditure component of the 
changes in the status quo planning surplus since the 2005 budget. 


@ The cost of new initiatives proposed before the Update is $2.3 billion in 2005-06 and 
ranges between $1.6 billion and $1.9 billion in other years. 


@ [n 2005-06, corporate income tax receipts are projected to be $4.6 billion higher 
than forecast in the 2005 budget. This change accounts for a significant portion of 
the $8.2-billion improvement in the planning surplus projected for this year. This 
reflects the carry-forward of the better-than-expected 2004—05 outcome and the 
recent run-up in energy prices, which is boosting the profitability of a significant 
portion of the Canadian corporate sector. 
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Over the 2005—06 to 2009-10 period, higher corporate income tax receipts 

account for most of the projected increase in the planning surplus compared to the 
2005 budget. This increase also reflects an assumed shift in the composition of GDP 
away from wages and salaries to corporate profits. As discussed earlier, the September 
2005 survey of private sector forecasters suggests that the share of corporate profits in 
GDP will stabilize at just over 14 per cent of GDP in the outer years of the planning 
period, significantly higher than the historical average of 10.1 per cent. The survey 
also suggests that the share of wages, salaries and supplementary labour income in 
GDP will stabilize at just over 49 per cent, below its historical average of 53 per cent. 
In contrast, in the 2005 budget, the shares of both corporate profits and wages, salaries 
and supplementary labour income in GDP were assumed to converge toward their 
long-term historical averages. 


Further boosting the surplus in the near term are personal income tax receipts, which 
have grown much more strongly than expected this year. Personal income tax receipts 
have risen 8.6 per cent over the first six months of 2005-06, or about twice the 
forecast growth of wages and salaries. Over the medium term, personal income tax 
receipts are weaker than projected in the 2005 budget, reflecting an assumed shift in 
the composition of GDP away from wages and salaries to corporate profits. 


EI revenues are lower, reflecting lower EI benefits. Lower EI benefits, in turn, are due 
to improvements in the labour market, savings from the expenditure review included 
in the 2005 budget and the transfer of some EI program elements to Quebec. 

The transfer of some EI program elements to Quebec has also reduced benefits 

by a corresponding amount, such that the impact of the transfer on the fiscal balance 

is neutral beginning in 2006-07. 


The other principal change from the budget to program expenses is a reduction in 
transfers to other levels of government, due primarily to the change in accounting 
for the new offshore arrangements with Newfoundland and Labrador and 

Nova Scotia. 


Public debt charges over the forecast period are expected to be between $1.1 billion 
and $1.7 billion lower than the Budget 2005 outlook due to lower projected interest 
rates since the time of the budget. 


The economic prudence included in the Budget 2005 projection has been eliminated 
for the 2005-06 fiscal year and reduced in the following years, as is the normal 
practice in the fall Update. 


Combined, these developments have resulted in a significant upward revision 


to projected status quo underlying surpluses over the 2005—06 to 2009-10 period 
compared to the 2005 budget. 
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Table 4.6 
Initiatives Proposed Since the February 2005 Budget 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 


(millions of dollars) 
A Plan for Growth and Prosperity 
Creating Opportunities for 


All Canadians Daal 794 1,453 1,899 1,991 1,991 9,238 
Advancing an Innovative Economy 530 299 382 384 385 365 2,344 
At the Centre of Global Commerce 
and Networks 142 251 268 265 249 ae Wc, 
Building the Right Investment 
Environment 5,385 5,070 4,716 4,118 4,318 6,848 30,455 
Total 7,027 6,305 6,802 6,669 6,959 9,452 43,213 
Government’s Response to 
Higher Energy Costs 1,041 566 238 238 150 150 2,383 


Canada-Ontario Agreement 
(excluding amounts included in the 
Plan for Growth and Prosperity, as well 
as the Government’s response to 
higher energy costs) 


Housing and infrastructure 150 150 100 100 100 600 
Corporate tax collection and 

meat inspection 10 80 350 250 100 100 890 
Total 160 230 450 350 200 100 1,490 


Other Announced Post-Budget 
Funding Decisions 


Airport rents reduction 48 ig Bae re 132 176 525 
Wage Earner Protection Program 4 32 32 32 32 32 164 
Canadian Museum for Human Rights 10 10 10 20 20 70 
Prince Rupert Port upgrade 10 20 30 
Global Centre for Pluralism 30 30 
International Fishing Governance 6 7 7 20 
Quebec City's 400th anniversary 

celebrations 11 34 45 19 110 
Measures to aid Darfur 120 78 198 
Afghanistan (extended mission 

deployment) 286 286 50 622 
Pakistan 57 57 
Immigration measures 68 93 9 9 11 11 201 
Other announced initiatives 165 205 265 248 182 Ti 1,236 
Total TOn 814 491 425 Sir 390 3,263 
Less: 
Funding included in Budget 2005 168 106 55 65 i 92 560 
Net cost 599 708 435 360 302 298 2,702 
Total net costs 8,827 7,808 7,925 TOA 7,610 10,000 49,788 


Note: Totals may not add due to rounding. 


@ The initiatives proposed since the 2005 budget total $49.8 billion over the 
planning period. 


@ These initiatives include $43.2 billion in support of the Plan for Growth 
and Prosperity, as well as funding to respond to higher energy costs, for the 
Canada-Ontario agreement and for a number of other announcements. 
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Average of private sector fiscal projections 


Table 4.7 
Summary Statement of Transactions 
(Including Measures Proposed Since the February 2005 Budget) 


Actual Projection 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(billions of dollars) 


Budgetary transactions 


Budgetary revenues 198.4 202.3 22:3 222.0 229.9 239.3 247.8 
Total expenses 
Program expenses -162.7 -163.7 -170,7 178.8 187.2 -195.8 -203.6 
Public debt charges -34.1 -34.0 -34.4 -34.8 -34.6 -34.5 -34.4 
Total expenses -196.8  -197.7 -205.1 -213.6 221.8 _~-23014  ~-238:0 
Budgetary surplus 1.6 4.6 nee 8.4 8.1 8.9 9.8 
Prudence 
Contingency Reserve 3.0 3.0 3.0 3.0 3.0 3.0 
Economic prudence 10 2.0 3.0 SS) 4.0 
Total 3.0 4.0 5.0 6.0 6.5 £0 
Remaining planning surplus 1.6 Sie 3.4 Za 2.4 2.8 
Federal debt 
Assuming balanced budget 499.9 499.9 499.9 499.9 499.9 499.9 499.9 


Assuming Contingency 
Reserve is applied to 


debt reduction 496.9 493.9 490.9 487.9 484.9 481.9 

Per cent of GDP 
Budgetary revenues 15.4 14.9 14.9 14.8 14.7 14.6 14.4 
Program expenses 12:6 251 11.9 12:0 12.0 12.0 11.9 
Public debt charges 2.6 PRS 2.4 2.3 Zia eal 2.0 
Total expenses 15.8 14.6 14.4 14.3 14.2 14.4 13.9 
Planning surplus 0.1 0.1 0.2 0.2 0.1 0.1 0.2 

Federal debt 
Assuming balanced budget 38.7 36.8 35.0 33.4 32.0 30.5 29.1 


Assuming Contingency 
Reserve is applied to 
debt reduction 36.6 34.6 32.8 ike 29.6 28.1 


Note: Totals may not add due to rounding. 


@ Table 4.7 summarizes the details of the fiscal projections to 2010-11, based on the 
average of private sector projections and adjusted for the fiscal cost of measures 
announced since the 2005 budget. 


mM After accounting for the cost of new measures and deducting the Contingency 
Reserve and amounts for economic prudence, there is a remaining planning surplus of 
$1.6 billion in 2005-06, $3.2 billion in 2006-07, $3.4 billion in 2007-08, $2.1 billion 
in 2008-09, $2.4 billion in 2009-10 and $2.8 billion in 2010-11. 
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Budgetary revenues are expected to increase by $3.9 billion or 2.0 per cent in 
2005-06. As a share of GDP, this represents a decline of 0.5 percentage point in 
2005—06 and an additional 0.5 percentage point through to 2010-11. This reflects the 
impact of tax reduction measures proposed in the 2005 budget and in this Update. 


Program expenses as a share of GDP are expected to decline by 0.5 percentage point 
in 2005-06, reflecting significant one-time expenses in 2004-05. Over the planning 
period, program expenses are expected to grow in line with nominal GDP, averaging 
about 12 per cent of GDP, which is close to a postwar low. 


Public debt charges are expected to remain relatively unchanged in 2005-06, falling 
just $0.1 billion from 2004-05 to $34.0 billion. Thereafter, the projected increase in 
short-term interest rates and the refinancing of maturing long-term bonds at higher 
interest rates push up public debt charges by $0.4 billion in 2006-07 and a further 
$0.4 billion in 2007-08. 


Public debt charges as a share of total revenue were 17.2 per cent in 2004-05, a 
significant drop from the peak of 38.7 per cent in 1990-91. Public debt charges as a 
share of revenue are projected to continue to decline throughout the planning 
horizon, down to 13.9 per cent by 2010-11. 


Total expenses are projected to decline from 15.3 per cent of GDP in 2004-05 to 
14.6 per cent in 2005-06 and then to decline gradually over the projection period, 
reaching 13.9 per cent of GDP in 2010-11. 


The federal debt-to-GDP ratio (accumulated deficit) stood at 38.7 per cent in 
2004-05, down dramatically from its peak of 68.4 per cent in 1995-96. Assuming no 
incremental debt reduction, it would fall to 29.1 per cent by 2010-11, on track to 
meet the Government’s objective of reducing this ratio to 25 per cent by 2014-15 
set out in the 2004 budget. This Update announces a new objective of reducing 

the debt-to-GDP ratio to 20 per cent by 2020. 
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Average private sector projections of budgetary revenues 


Table 4.8 
Average Private Sector Projections of Budgetary Revenues 
(Including Measures Proposed Since the February 2005 Budget) 


Actual Projection 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(millions of dollars) 


Tax revenues 


Income tax 
Personal income tax 89883) FOROS Sa OZ Om 108: 140 1OStO4OMa SO pom woo 
Corporate income tax 29;956:  SojO605 sco245 36,480. S5:9259ges5,/ 50. mer.0Z5 
Other income tax 3,560 3,930 Al SS: 4,320 ANIEXE IS: 4,750 4,920 
Total income tax 123,349 128,565 136,580 143,890 149,100 155,460 160,680 
Excise taxes/duties 
Goods and services tax 29,(/58 ~31;630) 327670) 33/945 355585) SS. 200 noo. 165 
Customs import duties 3,091 3,270 3,450 3,610 3,685 3,805 3,815 
Other excise taxes/duties 10,008 10,090 10,225 10,425 10,650 10,850 11,050 
Total excise taxes/duties 42,857 44,885 46,345 47,980 49,870 51,885 54,030 
Total tax revenues 166,206 173,450 182,925. 191,870. 198,970 207:345. 214.710 
Employment insurance 
premium revenues eo ONd 17,285 IG640) Gear's U2US WSS 18,490 
Other revenues 14,907 lilho Ons O20N iS 495 13,730 14,170 14,595 
Total budgetary revenues 198,420 202,305 212,285 222,040 229,915 239,330 247,795 
Per cent of GDP 
Personal income tax 20 6.7 6.8 6.9 6.9 He 6.9 
Corporate income tax 2.3 PAS) ats) 2.4 I: 2.2 2.2 
Goods and services tax aS 2S 273 2S} DS Zao 23 
Other excise 0.8 OL 7 0.7 0.7 ONG ONG 0.6 
Tax revenues 12.9 12.8 12.8 12.8 Wee ZG WAS 
Employment insurance 
premium revenues uh: Aco ila ded ile AKA eid 
Other revenues 1 0.9 0.9 0.9 0.9 0.9 0.9 
Total 1S.4 14.9 14.9 14.8 al Lea 14.6 14.4 


Note: Totals may not add due to rounding. 


M@ Budgetary revenues are projected to increase by 2.0 per cent in 2005-06. As a share of 
GDP, revenues are projected to fall from 15.4 per cent in 2004-05 to 14.9 per cent 
this fiscal year, reflecting the significant tax reductions proposed in this Update. 
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Personal income tax revenues—the largest component of budgetary revenues—fall as 
a percentage of GDP in 2005-06, reflecting the impact of the proposed reduction in 
the 16-per-cent rate to 15 per cent and the increase in the basic personal amount. 
Thereafter, personal income tax revenues increase somewhat as a percentage of GDP, 
reflecting the progressivity of the income tax system and real income gains. In 
2010-11 personal income taxes fall as a share of GDP, reflecting proposed reductions 
in the two middle-income tax rates, the proposed increase to the top bracket and the 
maturing of the proposed Working Income Tax Benefit. 


In 2005—06 corporate income tax revenues are expected to increase 12.0 per cent, 
following a gain of 9.2 per cent in the previous year, reflecting ongoing strong growth 
in corporate profits. Expressed as a share of GDP, corporate income tax revenues are 
projected to decline starting in 2007-08, reflecting both the cost of the tax cuts 
proposed in the 2005 budget and a projected decline in the share of corporate profits 
in GDP, 


Excise taxes and duties are expected to rise by 4.7 per cent in 2005-06, following an 
increase of 3.6 per cent in 2004-05, reflecting higher GST revenues. Excise taxes and 
duties are projected to remain relatively stable as a percentage of GDP over the 
planning period. 


EI premium revenues are assumed to match EI program costs over the planning 
period. The EI revenue and expense projections also reflect the implementation of the 
Quebec Parental Insurance Plan in 2006, the cost of the labour market pilot projects 
announced in February 2005, as well as savings from expenditure review. This results 
in a decline in projected EI premium revenues in 2005—06 and 2006-07. 


Other revenues include net gains/losses from enterprise Crown corporations, foreign 
exchange revenues, return on investments and sales of goods and services. These 
revenues are volatile, owing partly to the impact of exchange rate movements on the 
Canadian-dollar value of foreign-denominated interest-bearing assets and to net 
gains/losses from enterprise Crown corporations. In 2005—06 other revenues are 
projected to decrease 22.4 per cent, or $3.3 billion, largely due to the one-time gain 
from the sale of the Government’s remaining shares in Petro-Canada in 2004-05. 
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Revenue ratio 


Revenues as a Per Cent of GDP 


per cent 
20 


16 


i Li Li Lae a a LL 
1983-84 1986-87 1989-90 1992-93 1995-96 1998-99 2001-02 2004-05 2007-08 2010-11 


Sources: Department of Finance; Statistics Canada. 


m A more revealing picture of movements in tax revenue can be obtained by examining 
the revenue ratio—total federal revenues in relation to the total income in the 
economy (or GDP). 


@ This ratio reflects the impact of policy decisions and economic developments. 
The ratio declines during economic downturns and tends to increase during 
recoveries, reflecting the progressive nature of the tax system and the cyclical 
nature of corporate profits. 


m@ The decrease in the ratio in 2001-02 was largely attributable to the implementation of 
the $100-billion Five-Year Tax Reduction Plan. Through 2004-05 the decline in the 
ratio largely reflects the incremental impact of the Five-Year Tax Reduction Plan. 


@ The revenue ratio is projected to decline steadily from 15.4 per cent in 2004-05 to 
14.4 per cent by 2010-11. This decline reflects the impact of tax reduction measures 
announced in the 2005 budget and proposed in this Update. 
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Average private sector projections of program expenses 


Table 4.9 


Average Private Sector Projections of Program Expenses 


(Including Measures Proposed Since the 2005 Budget) 


Actual 


Projection 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


Major transfers to persons 
Elderly benefits 


Employment insurance benefits! 


Energy Cost Benefit 
Total 


Major transfers to other levels 

of government 

Federal transfers in support 
of health and other social 
programs 

Fiscal arrangements 

Alternative Payments for 
Standing Programs 

Early learning and child care 

Canada’s cities and 
communities 


Total 
Direct program expenses 
Total program expenses 


Per cent of GDP 

Major transfers to persons 
Elderly benefits 

Employment insurance benefits 


Total 

Major transfers to other levels 
of government 

Direct program expenses 


Total program expenses 


(millions of dollars) 


27,871 29,245 30,575 31,895 33,365 34,935 36,585 
14,748 14,660 15,030 15,855" 15,885 16,480 17,040 
565 
42,619 44,470 45,605 47,250 49,250 51,365 53,625 
27,831 28,225 28,640 30,150 31,680 33,590 35,325 
HO;170, , “12,8455 412,685" Wt3,190 eis 560). 414:030., 114,505 
“2/46 -2,835 -2,995 -3,165  -8,300 -3,445 -3,625 
700 e) 700 1,200 1,200 1,200 1,200 
1,000 1,000 800 1,000 2,000 2,000 
41,955 38,735 40,0830 42,095 44140 47,375 49,405 
78,098 80,500 85,095 89,495 93,8385 97,105 100,525 
162,672 163,705 170,730 178,840 187,225 195,845 203,555 
ep Lae, eal Zl Zul 2.1 24 
a 1.1 el 1.0 1.0 1.0 1.0 
3.3 3.3 3.2 Ce 3.1 3.1 3.1 
3.3 20 2.8 2.8 20 2.9 2.9 
6.1 5.9 6.0 6.0 6.0 5.9 5.9 
12.6 i,t be We, 12.0 12.0 12.0 11.9 


Note: Totals may not add due to rounding. 


| El benefits include regular El benefits, sickness, maternity, parental, compassionate care, fishing and work-sharing benefits, 
and employment benefits and support measures. These represent 90 per cent of total El program expenses. The remaining 
El program costs (amounting to $1.3 billion in 2004-05) relate to administration costs. 


mM Table 4.9 provides an overview of the projections for program expenses, including the 
cost of measures announced since the 2005 budget. Program expenses are divided into 
three major components: major transfers to persons, major transfers to other levels of 
government and direct program expenses—the latter include subsidies and other 
transfers, expenses of Crown corporations, and defence and all other departmental 


Operating expenses. 
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@ Major transfers to persons, consisting mainly of elderly and EI benefits, are expected to 
increase by $1.9 billion in 2005-06. 


— The growth in elderly benefits of $1.4 billion, or 4.9 per cent, is largely determined 
by the growth in the elderly population and changes in consumer prices, to which 
benefits are fully indexed. 


— EI benefits are projected to decline slightly in 2005—06, reflecting labour market 
conditions, but then to rise steadily starting in 2006-07. The increase in 2006-07 
reflects a slight increase in projected unemployment and the first full-year impact of 
the labour market pilot projects announced in February 2005. Starting in 2006-07, 
the EI benefit projection reflects the transfer to the province of Quebec of the 
responsibility for delivering parental benefits under the new Quebec Parental 
Insurance Plan. Starting in 2008-09, the growth of EI benefits increases to about 
3.5 per cent per year, reflecting the indexation of benefits to the growth in the 
average industrial wage. The EI benefit forecast also reflects savings from the 
expenditure review exercise. 


— Payments to low-income families and low-income seniors to help offset the cost of 
higher energy costs amount to $565 million in 2005-06. 


@ Major transfers to other levels of government in 2005—06 are $3.2 billion lower than 
in 2004-05, reflecting the one-time payments referred to earlier, somewhat offset by 
the proposed Post-Secondary Education Innovation Fund. Over the medium term, 
transfers increase from $38.7 billion in 2005-06 to $49.4 billion in 2010-11, averaging 
around 5.0 per cent growth per year, reflecting the impact of First Ministers’ 
agreements on health, equalization and Territorial Formula Financing as well as 
growing payments under early learning and child care and support for Canada’s cities 
and communities. The 2005 budget committed funds to the latter two programs 
through 2009-10. The amounts for 2010-11 reflect the continuation of these 
programs. Decisions on their enhancement will be the subject of future budgets. 

The amounts related to cities and communities include funding for public transit 
infrastructure, as proposed as part of the Government’s response to the impact of 
higher energy costs. 


@ Direct program expenses are projected to increase by $2.4 billion in 2005-06 and are 
expected to grow roughly in line with nominal GDP growth over the rest of the 
projection period, reflecting increased spending on foreign assistance and defence 
and the cost of initiatives announced since the 2005 budget, including those proposed 
in this Update. 
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Funding Commitments Made Under Bill C-48 


Under Bill C-48—An Act to authorize the Minister of Finance to make certain payments—the 
Government committed to make payments in a number of priority areas from any surplus over 
and above $2 billion in 2005-06 and 2006-07. The funding set out in the Act is as follows: 


@ $900 million for the environment, including assisting public transit and a low-income housing 
energy retrofit program. 


@ $1.5 billion to enhance access to post-secondary education and support training. 
@ $1.6 billion for affordable housing. 
@ $500 million in foreign aid. 


The following table reviews the funding allocated since the 2005 budget that meets the 
commitments set out in Bill C-48. Over the planning period, the initiatives proposed by the 
Government in the policy areas set out in Bill C-48 total $9.4 billion, more than double the 
amount committed to in the Act. Further, the Government is committed to extend and deepen 
spending in these areas, particularly for affordable housing and on foreign aid. These expenses 
will be funded from the remaining planning surplus identified in Table 4.7. 


Initiatives Announced as Part of Bill C-48 


Spending in Update C-48 
2007-08 
2005-06 2006-07 ~=to 2010-11 Total 


(millions of.dollars) 
Environment 


Public transit 400 400 800 

Energy-efficient retrofit program 50 100 400 550 

Total 450 500 400 1,350 900 
Training and Post-Secondary 
Education 

Canada Access Grants 110 440 550 

Post-Secondary Education 

Innovation Fund 1,000 1,000 

Improvements to student 

financial assistance 2,190 2,190 

Workplace skills development Ly 476 2,969 D022 

Canada Graduate Scholarships ing 193 210 

International education 20 130 150 

M.B.A. scholarships eo 16 18 

Research internships 2 19 21 

Total LOG 627 5,057 7,661 1,500 
Affordable Housing 

Canada-Ontario agreement-housing 150 150 300 : 

Total 150 150 300 1,600 
Foreign Aid 

Pakistan Si v4 500 
Total program spending proposed 
in the Update 1,734 leer 6,357 9,368 4,500 

ioe 4 
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Program expense-to-GDP ratio 


Program Expenses as a Per Cent of GDP 


per cent 
20 


1983-84 1986-87 1989-90 1992-93 1995-96 1998-99 2001-02 2004-05 2007-08 2010-11 


Sources: Department of Finance; Statistics Canada. 


@ Program expenses as a share of GDP have declined significantly from the levels of the 
1980s and early 1990s. This is primarily attributable to the expenditure reduction 
measures implemented in the 1995 and 1996 budgets, which lowered program 
expenses. The increase in 2004—05 is due to one-time payments related to the 
Wait Times Reduction Fund ($4.3 billion), the new offshore arrangements with 
Newfoundland and Labrador and Nova Scotia ($2.8 billion) environmental liabilities 
related to Atomic Energy of Canada Limited ($2.3 billion) and the Medical 
Equipment Fund ($0.5 billion). Over the five-year planning period program expenses 
are projected to remain at 12 per cent, close to a postwar low. 
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Risks to the fiscal projection for 2005-06 


Fiscal projections are inherently uncertain. Annex 1 provides an overview of the 
three key sources of uncertainty in the projections. This section reviews the key 
near-term risks to the 2005—06 budgetary outcome. 


Personal income tax receipts are projected to grow by 1.4 per cent in 2005-06. 

This outlook reflects the strong 8.6-per-cent growth in personal income tax 

receipts recorded during the first six months of the year, offset by the cost of the 
personal income tax reduction measures proposed in this Update. Growth over the 
April-to-September period was considerably higher than the growth in personal 
income of about 4% per cent. In August and September, however, personal income 
tax growth slowed to an average of just 4.6 per cent year over year. The outlook for 
the full year is based on a projected easing in the growth of personal income tax 
receipts over the remainder of the year. Given the variability of personal income tax 
receipts over the first six months of the fiscal year, the outcome for the year is subject 
to considerable uncertainty. A 1-percentage-point difference equals about a 
$1-billion swing in revenues. 


Growth in corporate income tax revenues is highly variable. Results for the first 

six months of 2005—06 bear this out. To date receipts are up 25.9 per cent. However, 
absent timing factors related to monthly corporate tax remittance procedures, the 
year-to-date growth of corporate income tax receipts is estimated to be about 

10 per cent, more closely in line with the projected growth in corporate profits in 
2005 of 12 per cent. The current projection is for corporate income tax receipts for 
the year as a whole to rise 12.0 per cent. The actual outcome will be influenced by 
underlying profit growth, the composition of that profit growth by sector, as well as 
the tax-planning activities of corporations, particularly the extent to which 
corporations can use past losses to reduce current-year tax liabilities. 


For corporate income tax in particular, a disproportionate percentage of full-year 
receipts are collected in the December-to-March settlement period. This is the period 
when firms must pay any outstanding tax liabilities that were not met through their 
monthly instalment payments. If the final outcome for corporate income tax receipts 
in 2005-06 1s higher (or lower) than projected, this would likely only be reflected in 
the Government’s financial data in the settlement period, information which will 

not become fully available until May 2006, with the release of the March 2006 

Fiscal Monitor. 


The extent to which departments and agencies do not fully use all of the resources 
appropriated by Parliament varies from year to year and can materially affect the fiscal 
outcome. In addition, during the course of the fiscal year, departments and agencies 
often incur liabilities for which no payments are made. These liabilities are recognized 
throughout the year and following the close of the fiscal year as part of the normal 
year-end accrual adjustments. These liabilities can be large. 


A more detailed exploration of the key risks and uncertainties in the fiscal forecast is 
one of a number of recommendations made by Dr. Tim O’Neill in his report on the 
forecasting practices of the Department of Finance. The recommendations in the 
report and the actions taken by the Government are detailed below. 
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Review of Canadian Federal Fiscal Forecasting: 


Processes and Systems 


Recommendation 


Action 


The Need for Transparency 


1) In the Budget and the Economic and Fiscal 
Update, fully explore the key risks and uncertainties 
in the economic forecast and discuss their 
implications for fiscal projections. 


2) In the Budget and the Economic and Fiscal 
Update, provide details on the rules of thumb 
used to estimate the impacts on revenue 
and (certain) expenditure categories of key 
economic variables. 


3) In major fiscal documents, spell out the details of 
the reconciliation between the National Accounts 
and Public Accounts fiscal forecasts. 


4) In the annual Budget, provide documentation of 
the long-term (e.g. ten-year) track record of 
Finance's fiscal forecast accuracy. 


5) Provide, as part of every third Fiscal Monitor, 
an analysis of fiscal developments in the current 
year and the risks to the projected fiscal outcome. 
Where possible, a complete update of the current 
year fiscal projections should be done. 


6) Increase the number of formal briefings by 
Finance to the House of Commons Finance 
Committee by at least one to be provided in 
the early summer. 


Chapter 4 of Update 


Annex 1 of Update 


Annex 3 of Update 


Annex 2 of Update 


There is insufficient new information 
available during the first quarter of the 
fiscal year to provide a meaningful 
update of the Government’s projected 
fiscal position for that year. However, 
updates are provided at the six-month 
stage (the Economic and Fiscal 
Update) and nine-month stage 

(the budget) of the fiscal year. Any 
significant changes from the projected 
outcome for the year will also be 
discussed in the March Fiscal Monitor. 


Briefings occur at the discretion of the 
Finance Committee. 
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Review of Canadian Federal Fiscal Forecasting: 


Processes and Systems (cont’d) 


Recommendation 


Action 


Improving Accuracy & Timeliness of Data 


7) Statistics Canada and the Department of Finance 
jointly examine the causes of the significant 
GDP data revisions and explore options for 
mitigating them. 


8) Undertake research into changes over time 
in the relationship between the economy’s 
performance and major revenue categories. 


9) Improve the in-year monitoring of Crown 
corporations’ earnings and of departmental 
spending. 


The Department of Finance and 
Statistics Canada will examine these 
issues, seeking areas for improvement. 


The Department of Finance—along 
with many other federal departments— 
conducts significant research on 
Canada’s economy and economic 

and fiscal performance. Research 
results are readily available on the 
departmental websites. 


The Department of Finance has begun 
a more formal consultation process 
with Crown corporations regarding 
their financial results. 


Fiscal Rules—Options 


10) Shift from the no-deficit target to a fiscal rule 
of achieving a surplus, on average, over the 
economic cycle. 


11) If the no-deficit rule is retained, provide, in each 
Budget, for contingent allocations of surplus 
surprises among tax cuts, spending initiatives 
and debt reduction. 


12) Set the debt-to-GDP target, to be reached 
within ten years, lower than the current 
25 per cent (i.e. 15 per cent-20 per cent) to 
ensure that future fiscal challenges can be met. 


The Government recently tabled 
unanticipated surplus legislation 
(Bill C-67). 


The objective for the debt-to-GDP 
ratio has been extended to below 
20 per cent by 2020. 


Possible Institutional Changes 


13) The House of Commons Finance Committee 
discontinue the hiring of economic forecasters 
to provide quarterly fiscal projections. 


14) Create an agency within government with a 
mandate to focus on the medium- to long-term 
fiscal implications of structural economic and 
demographic factors 


This recommendation was made with 
respect to the House of Commons 
Finance Committee and is at the 
Committee’s discretion. 


The Department of Finance—along 
with many other federal departments— 
conducts significant research on 
Canada’s economy and economic 

and fiscal performance. Research 
results are readily available on the 
departmental websites. 
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Chapter 5 
A Plan for Growth and Prosperity 
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Highlights 


The Government of Canada has released A Plan for 
Growth and Prosperity as a companion document to 
this Update. This comprehensive multi-year plan will 
shape Canada’s response to key economic challenges 
and opportunities. The Plan will contribute to the 
realization of a vision of Canada where quality of life is 
second to none. It builds on four pillars: creating 
opportunities for all Canadians, advancing Canada as 
an innovative economy, positioning Canada at the 
centre of global commerce and networks, and building 
the right environment for private investment. The 
Update proposes a number of initiatives for inclusion 
in Budget 2006 in order to begin to implement this 
Plan. Two of these initiatives will be effective from the 
beginning of 2005—increasing the basic personal 
amount by $500 and reducing the lowest marginal 
personal tax rate from 16 per cent to 15 per cent. 
These two measures will be tabled in the House of 
Commons through a Notice of Ways and Means 
Motion at the earliest opportunity. 


Creating Opportunities for All Canadians 


The Government is taking steps to ensure that every 
Canadian has the opportunity to acquire the necessary 
Skills and no Canadian faces insurmountable barriers 
to achieve personal fulfillment through work. 


To ensure that Canada has a world-class workforce, 
the Government proposes: 


m $550 million over five years to provide grants 
for post-secondary education to an additional 
55,000 students from low-income families per year 
covering up to four years of undergraduate study. 
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$2.2 billion over five years to help make post- 
secondary education more affordable for low- 

and middle-income Canadians through reform 

of Canada’s system of student financial assistance 
such as grants, loans and improved debt 
management measures, including interest rates. 


$210 million over five years to encourage graduate 
studies through a 50-per-cent increase in the 
number of Canada Graduate Scholarships (CGS) 
offered by the granting councils. The new funding 
will increase the number of CGS awards to 

6,000 per year, with a total of 2,400 being 
dedicated to sciences and engineering. 


$150 million over the next five years to encourage 
Canadians to study abroad and foreign students to 
study in Canada, and support the participation of 
Canadian post-secondary institutions in 
international networks. 


$1 billion in 2005-06 in a Post-Secondary 
Education Innovation Fund for urgent investments 
in universities and community colleges. 


$3.5 billion over this year and the next five years 
to increase workplace-based and employer-led 
training by providing apprenticeship opportunities, 
improving literacy and essential skills, developing 
workplace skills and enhancing workforce 
participation of Aboriginal people, persons with 
disabilities and new immigrants. 


$65 million over the next five years to improve 
labour market information available to Canadians 
and further reduce barriers to labour mobility 
across the country. 
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To meet the demographic challenge, the Government 
proposes: 


m $265 million over five years to assist Canadians 
with disabilities in participating in the workforce 
and help low- and modest-income families with 
members with disabilities. 


m $1.3 billion over five years to improve settlement 
and integration services for new immigrants. 


To create opportunities for Aboriginal Canadians, 
the Government proposes: 


m Jo give priority to closing the gap in living 
standards and life choices between Aboriginal and 
non-Aboriginal Canadians. The First Ministers’ 
Meeting with Aboriginal leaders provides an historic 
opportunity to transform approaches with respect 
to health, housing, economic development and, 
above all, education. 


Advancing an Innovative Economy 


Innovation improves the quality of life of Canadians 
and is essential to prosper in the global knowledge- 
based economy. To enhance further Canada’s 
innovative capacity, the Government of Canada will 
build on its past investments through additional 
support for research excellence and advanced training, 
technology development, and commercialization. 


To maintain Canada’s leadership in university-based 
research, the Government proposes: 


m More than $2.1 billion in new funding starting in 
2005-06 and over the next five years to increase 
support for the granting councils, the Indirect Costs 
of Research program, the Canada Foundation for 
Innovation and the Canadian Institute for Advanced 
Research. These measures will support cutting- 
edge research and strengthen international 
research networks. 
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To strengthen international research networks, 
the Government proposes: 


m /o put forth initiatives in Budget 2006 that will 
move the Government toward its goal of devoting 
5 per cent of federal R&D to priorities of the 
developing world and strengthen Canada’s 
partnerships with developing countries, particularly 
in the areas of education, health and governance. 


To accelerate commercialization and private research 
and development (R&D), the Government proposes: 


m To invest close to $200 million over the next 
five years in funding to provide up to 3,500 R&D 
internships for natural and health sciences and 
engineering graduates; to provide up to 
100 scholarships each year to engineering and 
natural and health sciences graduate students 
who wish to obtain a Master of Business 
Administration (M.B.A.); and to support knowledge- 
based clusters to enhance the capability of firms 
to perform R&D, adopt new technologies and 
commercialize discoveries. 


At the Centre of Global Commerce 
and Networks 


To fully benefit from emerging global opportunities, 
Canada must be at the centre of global commerce 
and networks by strengthening its status as one of 
the world’s most open economies through fair and 
effective trade liberalization, facilitating inward and 
outward flows of foreign investments, positioning 
Canadian firms in priority markets, and enhancing 
transportation and communication networks to link 
Canadians to opportunities around the world. 


To position Canada in global business networks, 
the Government proposes: 


m $485 million over five years to implement a new 
international commerce strategy—CAN-Trade— 
to better position up to 5,000 Canadian firms, 
particularly small and medium-sized enterprises, 
in priority markets such as China and India. 
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To create world-class gateways, the 
Government proposes: 


m $590 million over the next five years in support of 
transportation infrastructure investments and other 
initiatives to enhance Canada’s Pacific gateway. 
Additional investment in other gateways, including 
Windsor, will be forthcoming in the next budget 
when the Border Infrastructure Fund is renewed. 


m An additional $100 million over the next five years 
to continue its support for broadband deployment 
in rural, remote and First Nations communities to 
improve the access of all Canadians to global 
telecommunication networks. 


Building the Right Investment Environment 


The Government is committed to creating the right 
investment environment for prosperity through prudent 
fiscal and sound monetary policies, competitive, 
efficient and fair taxation, smart regulation, efficient 
financial markets, a deeper Canadian economic 

union, a more productive government, and a 
sustainable environment. 


To maintain Canada’s macroeconomic advantage, 
the Government: 


m Reiterates its commitment to balanced budget or 
better each and every year and sets a new 
objective of reducing the debt-to-GDP (gross 
domestic product) ratio to 20 per cent by 2020 to 
ensure future fiscal flexibility and help address the 
economic and fiscal pressures associated with an 
aging population. 


To improve the fairness, competitiveness and 
efficiency of Canada’s personal tax system, 
the Government proposes: 


m Jo introduce a new major personal income tax 
reduction plan which will improve the rewards 
from working, investing and saving. Specifically, 
the plan proposes to: 


— Introduce a Working Income Tax Benefit starting 
in 2008 to help low-income Canadians break 
through the welfare wall, by allowing them to 
keep more of their earnings. 
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— Provide an immediate increase of $500 to the 
basic personal amount—the amount of income 
that all Canadians can earn without paying 
federal income tax—effective January 1, 2005, 
accelerating the increase scheduled under 
Budget 2005. By 2009, increases to the 
basic personal amount will remove 
860,000 Canadians from the tax rolls. 


— Reduce personal income tax rates, starting 
immediately by reducing the lowest 16-per-cent 
rate to 15 per cent effective January 1, 2005, 
followed by 1-percentage-point reductions in 
each of the two middle rates by 2010. 


— Improve the attractiveness of working in Canada 
for highly skilled and mobile workers by 
increasing the income level at which the top 
tax rate begins to apply, starting in 2010. 


— These permanent measures will result in tax 
savings of about $3,300 over the current and 
next five years for a two-earner family of four with 
a $60,000 annual income. 


To create a climate for investment and job creation, 
the Plan proposes: 


m Joconfirm the general corporate income tax rate 


reductions and the elimination of the corporate 
surtax for all corporations, as proposed in Budget 
2005; eliminate the federal capital tax as of 2006, 
two years earlier than originally planned; extend 
carry-forward periods for business losses and 
investment tax credits to provide additional support 
to businesses undertaking risky ventures. 


To accelerate the capital cost allowance (CCA) for 
certain forestry bioenergy equipment to support 
additional investment in technology that 
contributes to a reduction in greenhouse gases 
and air pollutants, while helping to improve the 
international competitiveness of Canadian pulp 
and paper mills. This is the latest instalment of 
the Government’s commitment to accelerate 
CCA for green technology. The Government will 
identify additional measures in future budgets, 
as appropriate. 
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The new tax reduction plan reaffirms the 
Government’s commitment to a fair, efficient and 
competitive tax system. It will deliver more than 
$30 billion in personal and corporate income tax relief 
over the current and next five years, including 
immediate personal income tax relief of up to 

$325 for all taxpayers for 2005 and further relief 

in later years as other tax reductions are phased in. 
The corporate tax measures will establish important 
Statutory tax rate and overall tax advantages for 
Canadian businesses vis-a-vis the United States, 
which will promote job creation and investments. 


It builds on $22 billion of tax reduction measures 

set out in Budget 2005 and the Government’s strong 
record of tax reductions since balancing the budget. 
As in the past, the Government will deliver more, 
sooner, as fiscal resources permit. 


To promote regulatory and administrative efficiency, 
the Government proposes: 


m $90 million over the next five years to use the 
Internet to substantially reduce the administrative 
burden on small business and to improve 
entrepreneurs’ access to information, advice and 
referrals on programs and services across all 
levels of government to improve and streamline 
the regulatory framework in which businesses 
operate in Canada. 


m $50 million for Canada Health Infoway to develop 
tools and systems to better manage wait times. 


To promote energy efficiency and environmental 
sustainability, the Government proposes: 


m Jo expand the Renewable Power Production 
Incentive by $50 million to support thermal 
cogeneration projects. 
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Introduction 


Building on Canada’s unequalled economic and fiscal performance over the last decade, 
the Government of Canada reaffirms its commitment to fostering jobs, economic growth 
and sustainable prosperity in the companion document A Plan for Growth and Prosperity. 
This comprehensive multi-year plan presents broad policy directions to shape Canada’s 
response to emerging economic challenges and opportunities. In combination with other 
major initiatives launched over the past two years, the Plan will help realize the vision 

of Canada where quality of life is second to none. 


The environment, culture, national security, global citizenship, health and living 
standards are all essential contributors to a nation’s quality of life. Part of the Government’s 
broader policy framework, the Plan focuses on putting into place the necessary conditions 
to ensure continued improvements in Canadians’ living standards, while creating the 
resources for ongoing investments in the other determinants of quality of life. 


Over the next decades, Canada will experience the rapid aging of its population, 
as the baby boom generation enters retirement age and is replaced by fewer younger 
workers. This poses challenges to Canada’s economic and fiscal prospects that need to be 
addressed now. Moreover, the world is changing rapidly, invigorated by the emergence 
of economic giants such as China and India and the widespread use of leading-edge 
technologies. This provides Canada with unprecedented opportunities to penetrate new 
markets and secure its position in the high-value segments of global supply chains. 


With its highly skilled population, openness to the world, immense resource potential 
and robust financial health, Canada is well positioned to meet these challenges and seize 
these opportunities. Indeed, Canadians can aspire to have an economy that supports a 
quality of life that is second to none. To attain this goal, the Government’s Plan for 
raising living standards outlines a framework based on four pillars: 


Creating opportunities for all Canadians by making sure that every Canadian 
has the opportunity to acquire the necessary skills and no Canadian faces insurmountable 
barriers to achieve personal fulfillment through work. 


Advancing an innovative economy to take greater advantage of Canada’s 
human potential and primary research excellence, the ever-increasing pace of 
technological changes, and growing commercialization opportunities. 


Positioning Canada at the centre of global commerce and networks by 
strengthening Canada’s status as one of the world’s most open economies through fair 
and effective trade liberalization, facilitating inward and outward flows of foreign 
investments, positioning Canadian firms in priority markets, and enhancing transportation 
and communication networks that link Canadians to Opportunities around the world. 


Building the right investment environment for prosperity through prudent 
fiscal and sound monetary policies, competitive, efficient and fair taxation, smart 
regulation, efficient financial markets, a deeper Canadian economic union, more 
productive government, and a sustainable environment. 


This Update proposes initiatives for inclusion in Budget 2006 to begin the 
implementation of this Plan. 
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Creating Opportunities for All Canadians 


A highly skilled, flexible workforce is a prerequisite for success in today’s 
knowledge-based economy. This can only be achieved if all Canadians have the 
Opportunity to acquire the skills and knowledge that they require to reach their full 
potential. More than ever, Canada requires a workforce that is flexible, adaptable 
and embraces lifelong learning to ensure its long-term economic prosperity. 


Canada’s world-class workforce must be able to realize its full potential. To that end, 
the Government reinforces its commitment to excellence in and access to post-secondary 
education. To meet the forthcoming demographic challenge, the Government will work 
with its partners to increase the workforce participation and employment opportunities 
of currently under-represented groups such as older Canadians and persons with 
disabilities, and of Aboriginal Canadians by improving incentives and removing 
insurmountable barriers to work, specifically for low-income Canadians (see the section 
“Building the Right Investment Environment’). It will also work towards improving the 
processing, settlement and integration of immigrants before increasing the immigration 
levels for skilled and educated workers. In addition, it will work to reduce barriers to 
labour mobility and improve the timeliness and quality of labour market information. 


Proposed Policy Actions 


Enhancing Canada’s World-Class Workforce 


In an age of emerging economic giants and global mass education, the Canadian 
workforce must compete on quality. This means ensuring access both to post-secondary 
education of the highest quality, as well as appropriate adult skills development and 
training. To ensure that Canadians can acquire the skills they need, this Update proposes 
to invest $7.6 billion over this year and the next five years to ensure Canada continues 

to benefit from a world-class learning system. This funding will contribute to addressing 
short-term gaps in the learning environment in post-secondary institutions, ensuring that 
there are no barriers to access (notably through increased financial assistance for students), 
enhancing workplace-based skills development and supporting research in post-secondary 
institutions. 


Improving Access—Canada Access Grant 


The Canada Access Grant currently provides grants covering half of first-year tuition, 

up to a maximum of $3,000, to eligible students from low-income families. As a further 
investment resulting from the May 7, 2005, announcement of an agreement between the 
Prime Minister and the Premier of Ontario with respect to post-secondary education, 
the Government proposes to extend the Canada Access Grant to provide similar grants 
covering up to four years of undergraduate study for eligible students, beginning in 
2006-07. Extending the Canada Access Grant represents an additional investment of 
$110 million per year, and will benefit an additional 55,000 students each year. 
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Improving Access—Improvements to Student Financial Assistance 


The Canada Student Loans Program (CSLP) is the primary instrument of the Government 
for promoting access to post-secondary education through the provision of loans and 
grants to students with a demonstrated financial need. 


The CSLP has been very effective in promoting access to post-secondary education 
over the years, as evidenced by the fact that Canadians have the highest attainment rate 
with respect to post-secondary education in the world. In recent budgets the Government 
has introduced a number of important enhancements to the CSLP, reflecting its ongoing 
commitment to ensure that the program keeps pace with the evolving financial realities 
confronting students and their families and thus remains effective in promoting access for 

all Canadians. These measures will help make post-secondary education more affordable 
for lower- and middle-income Canadians. 


Federal Support for Students 


In recent years the Government of Canada has made a number of enhancements to the federal 
system of student financial assistance to reflect the evolving needs of students and their 
families, including: 


m@ New up-front Canada Access Grants of up to $3,000 to ease the transition into post- 
secondary education for first-year students from low-income families and $2,000 for 
students with disabilities, providing about $32 million in assistance to some 22,000 students. 


m The enhancement of Canada Study Grants to improve access for students. Each year, 
the Canada Study Grants provide about $75 million in non-repayable assistance to some 
55,000 students. 


@ Increases in the weekly loan ceiling under the Canada Student Loans Program from 
$165 per week to $210 per week starting August 1, 2005, to reflect changes in the cost 
of post-secondary education. The Canada Student Loans Program provides $1.5 billion 
annually in loans to nearly 330,000 students. 


m@ Expansion of Canada Student Loans Program eligibility to roughly 40,000 more students by 
reducing the amount that moderate- and middle-income parents are required to contribute. 


m Enhancements to federal debt management measures to further assist borrowers 
encountering financial difficulty in repaying their Canada Student Loans, including an 
extension of the loan repayment period to 15 years from 10 years, amendments to Interest 
Relief eligibility to allow more borrowers to access the program, and increases to loan 
forgiveness amounts (up to $26,000 over two years) under Debt Reduction in Repayment. 


m Enhancements to education-related tax measures nearly every year since 1996, including 
a five-fold increase in the full-time education amount and the introduction of a tax credit 
for interest on student loans, a part-time education amount and a carry-forward for unused 
tuition and education credits. Tax measures for students provide over $1.5 billion in 
tax relief annually. 


m The introduction of the Canada Learning Bond to provide up to $2,000 of education 
savings by age 16 for children in families entitled to the National Child Benefit supplement, 
and enhancements to the Canada Education Savings Grant matching rate in order to help 
low- and middle-income families save for their children’s education. 
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This Update proposes to invest $2.2 billion over the next five years to secure 
and build on the success of Canada’s system of student financial assistance in promoting 
access to post-secondary education. This will require a review in close collaboration with 
provinces and territories, as well as other partners, in order to identify the areas where 
additional investments are needed, and to ensure that students from middle-income 
families and students with dependants do not face barriers to post-secondary education. 
The review will examine a range of potential measures such as grants, loans, and improved 
debt management measures, including interest rates. 


Improving Access—Canada Graduate Scholarships 


The Canada Graduate Scholarships (CGS) program was introduced in Budget 2003 
to support the best students in pursuing graduate studies in Canadian institutions. The 
program is delivered by the three granting councils, and in 2006-07 will support 
2,000 master’s and 2,000 doctoral students. 


Employers are increasingly demanding highly skilled individuals to undertake 
research and development, absorb and apply new ideas from universities and other 
sources, and quickly adopt new technologies. Canadians with advanced degrees will 
also be needed to help replace retiring faculty members in universities. 


This Update proposes to provide new resources totalling $210 million over 
the next five years to support a 50-per-cent increase in the number of CGS awards in 
all disciplines, including science and engineering. The new awards will be distributed 
equally among master’s and doctoral students. When fully phased in, the CGS program 
will support 6,000 students each year, with a total of 2,400 awards dedicated to sciences 
and engineering. 


Improving Access—International Education 


Colleges and universities are key contributors to maintaining Canada’s standing and 
reputation in the world. Helping institutions and students to remain connected to the 
most recent developments in their areas of expertise contributes to improving the quality 
of Canadian institutions and programs. Similarly, encouraging the international mobility 
of Canadian students broadens their horizons, and allows them to acquire diversified skills 
they can then apply in a Canadian context. However, studying abroad usually entails 
significant additional costs for Canadians wanting to study out of the country and for 
foreigners wishing to study in Canada. This Update proposes to invest $150 million over 
five years to improve access to international education and to enable institutions to 
participate in international networks, notably through the establishment of scholarship 
programs to enable young Canadians to study and pursue research opportunities in other 
countries by providing them with financial assistance. Measures to encourage more foreign 
students to study in Canada will also be developed. These initiatives will also contribute 
to the Plan’s objective of positioning Canada at the heart of global networks. 
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Improving Access—Post-Secondary Education Innovation Fund 


One way to enhance access to post-secondary education is to ensure that Canada’s 
post-secondary infrastructure keeps up with growing enrolment and students’ learning 
needs. Universities and colleges can sometimes have constraints, as they struggle to meet 
the demands of increasing enrolment, aging infrastructure, changes in learning technology, 
and out-of-date equipment. To that end, the Government of Canada proposes to make 
$1 billion available to provinces and territories in support of urgent investments to 
promote changes necessary for educational innovation and skills development. The fund 
will help modernize and improve post-secondary infrastructure such as libraries and 
technological equipment, enhance learning environments in northern and Aboriginal 
institutions, and improve access for persons with disabilities. Funds will be paid into a 
third-party trust upon agreement of operating principles and passage of enabling 
legislation. Provinces and territories will have the flexibility to draw down the funds 

on a per capita basis, as they require. 


Workplace-Based Skills Development 


The Government of Canada is committed to working with its provincial, territorial, 
business and labour partners to enhance workplace-based skills development across 

the country. To that end, and building on the May 2005 announcement with the 
Government of Ontario, this Update proposes to provide $3.5 billion over this year and 
the next five years to support new Labour Market Partnership Agreements with provinces 
and territories. These agreements will include clear objectives, outcomes-based 
performance measures and public reporting on the results of the investment. 


These agreements will focus on increasing workplace-based and employer-led training 
in the following six jointly established priority areas: apprenticeship; literacy and essential 
skills; workplace skills development; enhanced workforce participation of Aboriginal 
people; labour market integration of immigrants; and enhanced workforce participation 
of persons with disabilities and other under-represented groups. These programs will 
directly address priorities identified in the Plan. 


Examples of possible initiatives include bridge-to-work programs for recent 
immigrants, partnerships with employers to promote literacy and essential skills in 
the workplace, internships for Aboriginal Canadians and persons with disabilities, 
and the development of a national strategy for apprenticeship training. 


These new funds will complement the employment benefits and support measures 
provided to eligible unemployed workers under the Employment Insurance Program. 
In addition, work will continue with partners on developing a comprehensive national 
literacy strategy. 
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Meeting the Demographic Challenge 
Older Canadians 


With population aging, older workers who wish to remain in the workforce will 
represent an ever-increasing source of experienced and skilled labour. However, 
current institutional and financial arrangements often encourage workers to retire fairly 
early from the workforce, as the relatively lower employment rate of Canadians aged 
55-64 compared to that of a number of countries, notably the United States, suggests. 
One of the disincentives for older workers who wish to remain in the workforce are 
mandatory retirement provisions. 


The Government will remove, where appropriate, any remaining provisions that 
allow mandatory retirement in federal legislation, to ensure that Canadians who want to 
work beyond the “normal” retirement age can do so. The Government of Canada will 
also encourage provinces and territories where mandatory retirement provisions are in 
place to consider taking similar action to remove them, except where there are safety 
and security reasons for maintaining age limits. 


Persons With Disabilities 


Canadians with disabilities often face barriers to entry into the workforce, and may find 
it difficult to remain active participants. The Government is committed to working with 
its partners—provincial and territorial governments, employers and communities—to 
assist Canadians with disabilities to participate in the workforce. For example, under 

the Multilateral Framework for Labour Market Agreements for Persons with Disabilities, 
the Government of Canada supports provinces and territories that have agreed to provide 
employment assistance programming for persons with disabilities. Building on recent 
initiatives, this Update proposes an additional $30 million in 2006-07 and subsequent 
fiscal years for the Multilateral Framework, bringing the Government of Canada’s 
contribution to this program to $253 million per year. In order to ensure that the funds 
are targeted at areas of greatest need, a small portion of the increase proposed in this 
Update will be used to improve information about program effectiveness. 


In Budget 2005, the Government took significant steps to improve tax fairness for 
persons with disabilities by acting on virtually all of the recommendations of the 
Technical Advisory Committee on Tax Measures for Persons with Disabilities. This 
Update proposes two additional measures based on the Committee’s recommendations. 
With these two measures, the Government has fully responded to the Committee’s 
policy recommendations. 
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First, this Update proposes to increase the maximum annual Child Disability Benefit 
(CDB), a supplement of the Canada Child Tax Benefit payable in respect of children in 
low- and modest-income families who meet the eligibility criteria for the disability tax 
credit, to $2,300 from $2,044 for the 2006-07 benefit year. Together with the increase 
announced in Budget 2005, this will represent a cumulative increase in the annual 
maximum CDB of almost $600, as recommended by the Technical Advisory Committee. 
This measure will increase benefits by an estimated $10 million in 2006-07. 


Second, the Update proposes to increase the maximum amount of the refundable 
medical expense supplement (RMES) to $1,000 from $750, as recommended by the 
Technical Advisory Committee. The RMES helps offset the loss of benefits under 
provincial social assistance programs by providing assistance for above-average medical and 
disability-related expenses to low-income working Canadians, therefore improving work 
incentives for Canadians with disabilities. This proposed measure will apply for the 2006 
and subsequent taxation years, and will increase assistance by an estimated $10 million 
in 2006-07. 


In addition to these initiatives, the proposed Post-Secondary Education Innovation 
Fund will provide one-time funding to provinces and territories to fill some immediate 
gaps for, among other things, improving access for persons with disabilities to post- 
secondary institutions. Workplace-based skills development for Canadians with disabilities 
will also be one of the six priority areas of the new Labour Market Partnership 
Agreements, to be negotiated with provinces and territories. 


Immigrants 


The majority of immigrants who settle in Canada are well educated and highly skilled. 
However, they often face challenges integrating into a new community, labour market 
and country. Settlement and integration programs and services can help ease the transition. 
This Update proposes to provide a total of $1.3 billion over this year and the next 

five years to enhance settlement and integration programs (funding to Quebec is provided 
through a separate immigration accord). This initiative builds on the May 2005 
announcement with the Government of Ontario and on the $298 million for immigrant 
integration provided in Budget 2005. The enhanced services and supports that will be 
provided through this investment will improve labour market integration, address 
localized labour shortages and facilitate labour market adjustment in years to come, most 
notably through better language training. To ensure that such programs are effective, 

the Government will engage the provinces and territories on the best ways to improve 
immigrants’ settlement and integration, recognize the foreign credentials of immigrants 
and broaden the regional distribution of immigrants. 


Improving integration outcomes is only one of the challenges that need to be 
addressed. The immigration system will be streamlined as a prerequisite for any significant 
increase in immigration levels in order to ensure that it efficiently processes the immigrants 


needed, is responsive to changing labour market needs and makes an effective contribution 
to growth and prosperity. 
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Creating Opportunity for Aboriginal Canadians 


The unemployment rate of Aboriginal Canadians is generally higher than that of the rest 
of the Canadian population, while their participation rate in the labour market is lower. 
In addition, young Aboriginal Canadians are less likely to hold university degrees or 
college diplomas. Even though important improvements and investments have been made 
recently, closing the education and employment gaps of Aboriginal Canadians remains a 
priority for the federal, provincial and territorial governments. 


On November 24 and 25, 2005, First Ministers and National Aboriginal leaders will 
be engaged in an unprecedented meeting to ensure that First Nations, Inuit and Metis 
peoples benefit from and contribute to Canada’s prosperity wherever they may live in the 
country. It is expected that First Ministers and Aboriginal leaders will agree to serious 
reforms and make concrete commitments and investments to improve the lives of First 
Nations, Inuit and Metis peoples and, most importantly, the untapped potential of 
Aboriginal youth. Measures to track progress over the next 10 years will be established to 
improve educational outcomes, housing conditions, health status and economic 
opportunities of Aboriginal peoples. First Ministers and Aboriginal leaders will develop a 
shared Aboriginal agenda and ensure that any new investments will be predicated upon 
modern governance and accountability systems that support transformative change. 


Improving Labour Mobility and Labour Market Efficiency 
Labour Market Information 


To make informed decisions, Canadians need better information on the labour market. 
In order to improve the quality and timeliness of this information, this Update proposes 
new investments of $40 million over the next five years to expand and enhance data 
collection for labour market information and forecasting capacity. This will enable the 
collection and dissemination of more information at the regional level. It will help 
Canadians improve their career choices, enhance labour market mobility, and result in a 
better match between workers and employers in different regions of the country. 


Mobility Initiative 


In the same vein, the Government of Canada will continue to work with its provincial 
and territorial counterparts, employers, labour and regulatory bodies to reduce barriers to 
labour mobility across Canada. In support of this effort, this Update proposes to invest 
$5 million annually to facilitate necessary actions, such as accelerating progress under the 
Red Seal Program and encouraging provinces to develop mutual recognition standards. 
The Government will continue to explore opportunities to remove other barriers to 
labour mobility. 
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Table 5.1 
Creating Opportunities for All Canadians 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


Enhancing Canada’s 
World-Class Workforce 


Canada Access Grant 110 110 110 0) 110 550 
Improvements to student 

financial assistance 480 577 56K 507 402,190 
Canada Graduate Scholarships W 34 53 53 od 210 
International education 20 20 30 40 40 150 
Post-Secondary Education 

Innovation Fund 1,000 1,000 
Workplace-based skills 

development Tet 476 foley) 798 809 809 3,522 
Meeting the Demographic 

Challenge 
Assistance for persons 

with disabilities 30 30 30 30 30 150 
Child Disability Benefit 10 10 10 10 10 50 
Refundable medical expense 

supplement 5 10 10 10 1 iS) 65 
Immigration settlement and 

integration 29 tial 196 266 342 342 1,286 


Improving Labour Mobility and 
Labour Market Efficiency 


Labour market information 5 5 10 10 10 40 
Mobility initiative we) e) a) 5 a) 20 
Total We 794 ipaoe 1,899 1,991 1,991 9,238 


Note: Totals may not add due to rounding. 


Advancing an Innovative Economy 


Innovation is at the core of Canada’s economic success, increasing the efficiency of 
Canadian firms and resulting in the entry of new products and services into new markets. 
As the global economy becomes increasingly integrated and shaped by the adoption and 
use of the latest technologies, Canada must position itself as a leader of innovation. 


Canada’s leadership in public research creates a strong foundation for building a more 
innovative economy. The Government commits to maintain Canada’s Group of Seven 
(G7) leadership in university-based research and make major ongoing investments to build 
world-leading equipment and facilities, attract the best researchers and support primary 
research. The Government will support innovation by creating a favourable environment 
for private investment, a more competitive tax system, and more open and efficient 
markets. The Government will also target support to stimulating private sector investment 
in R&D, technology adoption and improved commercialization performance. 
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Proposed Policy Actions 


Leadership in University-Based Research 
Increasing Support for Research 


The three federal granting councils—the Canadian Institutes of Health Research (CIHR), 
the Natural Sciences and Engineering Research Council of Canada (NSERC) and the 
Social Sciences and Humanities Research Council of Canada (SSHRC)—fund basic 
research that enriches Canada’s understanding of the world around us and creates new 
ideas that can fuel business innovation. The granting councils’ support also contributes to 
the training of the highly qualified workers increasingly needed by the private sector. 


The Government has allocated significant new resources to the granting councils 
in every budget since 1998, bringing their combined base budgets to $1.6 billion in 
2005-06, more than double their level of 1997-98. These investments have helped 
Canada rank first in the G7 in terms of research performed in the higher education 
sector as a share of the economy. 


In order to sustain Canada’s leadership in university research, the Government 
proposes to increase the annual budgets of the granting councils by $85 million, starting 
in 2006-07. This will translate into an increase of $35 million each for CIHR and 
NSERC, and $15 million for SSHRC. 


The granting councils will also develop and report annually on a standardized set 
of measures that better tracks the outcomes of the Government’s research investments, 
including publication and citation rates flowing from council-supported research, patents 
and licensing revenues, and research opportunities for graduate students. 


The Indirect Costs of Research 


Leadership in research excellence requires not only direct funding for university research, 
but also a rich and supportive environment that enables researchers to realize the full 
potential of their work. Recognizing this, the Government of Canada also provides 
universities and research hospitals with funding for the indirect costs of the federally 
sponsored research they conduct. These costs can include operating and maintaining 
facilities, managing and safeguarding information, meeting regulatory requirements 

and supporting commercialization. In 2005-06, institutions will receive $260 million 
under the Indirect Costs of Research program to help them meet these expenses. 


The Government proposes to provide almost $1.2 billion in additional funding 
over the next five years for the Indirect Costs of Research program. Building on the 
May 2005 announcement with the Government of Ontario, annual funding under the 
program will rise to $510 million in 2007-08, bringing indirect cost payments to 
institutions to over 40 per cent of direct federal research funding. 


To ensure that these new resources lead to an improved research and learning 
environment, the Government will work with the Association of Universities and 
Colleges of Canada to improve reporting by institutions on such important measures 
as the quantity and quality of research, graduation rates, and the average time to 
complete degrees. 
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Investing in Research Equipment and Facilities 


The Canada Foundation for Innovation (CFI) was established in 1997 to support the 
modernization of research infrastructure at Canadian universities and colleges, research 
hospitals and other non-profit research institutions across Canada. To date, the 
Government has contributed $3.65 billion to the CFI, of which nearly $3 billion has 
already been committed and will be disbursed over the next few years. Investing in 
partnership with the provinces, institutions and other stakeholders, the CFI has supported 
more than 4,300 projects in over 120 institutions across Canada. By 2010, the amount 
invested by the CFI and its partners is expected to exceed $11 billion. 


The Government is committed to ensuring that universities and research hospitals 
have access to leading-edge equipment and facilities and that Canada continues to build 
a globally competitive research environment. The Government therefore proposes to 
invest an additional $500 million in 2005-06 in the CFI to sustain its activities over 
the next five years. 


Table 5.2 
feats CFI Disbursements to Institutions in Coming Years’ 
2005-06 2006-07 2007-08 2008-09 2009-10 Total 
(millions of dollars) 
435 455 SAG) 829 545 2,455 


1 These amounts represent anticipated disbursements related to the $3.65 billion provided to the CFI through previous budgets. 


The Public Sector Accounting Board of the Canadian Institute of Chartered 
Accountants has recently revised its standards on the government reporting entity. 
These standards come into effect in 2005-06 and may affect the accounting treatment 
of some foundations such as the CFI. The Government will continue its discussions 
with the Office of the Auditor General on how to apply these standards and will report 
on the outcome of these discussions in Budget 2006. 


Strengthening International Research Networks 


Canadian Institute for Advanced Research (CIAR) 


Research linkages between Canadian researchers and those from other nations provide 
Canada with access to the leading-edge knowledge being generated in other countries, 
leveraging domestic research investments. In particular, in recent years there has 

been tremendous growth in high-quality research being undertaken in emerging giants 
such as China and India. It is important that Canada be able to tap into these rich new 
sources of knowledge. 


CIAR is a private, non-profit organization that links Canadians to leading-edge 
research in other nations. For example, CIAR is leading research collaborations in such 
important fields as evolutionary biology and nanoelectronics, and links Canadian 


researchers with their colleagues in countries such as the United States, Japan and the 
United Kingdom. 
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The Government proposes to provide an immediate $30 million in 2005-06 to sustain 
and strengthen CIAR’s international research networks, and to support new collaborations 
with the leading researchers in emerging economies, such as China and India, over the 
next five years. 


A Commitment to R&D Priorities for Developing Countries 


The Government intends to meet its commitment, expressed in the International Policy 
Statement, to devote at least 5 per cent of federal R&D to the research priorities of the 
developing world, including health and environmental technologies. Budget 2006 will put 
forth initiatives that will move the Government toward this 5-per-cent goal. 


Accelerating the Commercialization of New Technologies 


Industry R&D Internships 


Hiring recent university graduates is one of the most effective means by which a firm can 
access the latest research knowledge from universities and increase its technology know- 
how. Improving collaboration and the links between universities and companies help 
researchers gain better insight into the needs and interests of the private sector and may 
encourage students to pursue a research career in the private sector. 


The Government proposes to invest $21 million over the next five years, starting in 
2006-07, to enable students at the master’s level in engineering and natural and health 
sciences to acquire hands-on experience working on R&D projects in the private sector 
during the course of their studies. This initiative will support up to 3,500 internships over 
the next five years. 


Linking Business and Science Skills 


The growth of Canada’s technology-intensive firms depends in large measure on 
individuals who possess not only strong technical and scientific expertise, but also the 
business skills and experience needed to identify target markets, assess customer needs and 
raise capital. The same mix of science and business skills is also needed by Canada’s 
financial industry, especially venture capitalists, to help identify the most promising new 
knowledge-based companies. 


The Government proposes to provide $18 million over the next five years to SSHRC 
to increase support available for students studying in M.B.A. programs. The support will 
be directed to graduates of master’s programs in engineering and the natural and health 
sciences so that they can pursue M.B.A. studies at a Canadian institution. When fully 
phased in, this initiative will support up to 100 M.B.A. students each year. 
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Accelerating Commercialization in Knowledge-Based Clusters 


Integrated facilities that bring together innovative firms with university researchers 
promote research collaboration, enhance private sector access to university research 
discoveries, and can accelerate the commercialization of new knowledge-based products. 
Co-locating university technology transfer functions with business incubators, innovative 
companies and specialized intellectual property and financing services can accelerate the 
commercialization of discoveries. Collaborative facilities provide a bridge between the 
private sector and university cultures, making university researchers more aware of the 
private sector’s research needs and strengthening the development of knowledge-based 
industrial clusters. 


One example of such an integrated facility is the Medical and Related Sciences 
discovery district, which has built on Toronto’s concentration of medical research facilities 
and vibrant business community by bringing together fast-growing start-ups, an incubator 
facility, laboratories, venture capitalists and business service providers. Another example is 
Vancouver's Accelerator Centre, a joint partnership between Discovery Parks, an 
independent not-for-profit organization, and the University of British Columbia (UBC). 
Located on the UBC campus, the Centre helps small research-oriented firms link to the 
knowledge and expertise of UBC’s research community. 


The Update proposes to provide $160 million over the next five years to support the 
creation of large-scale integrated facilities that bring together university and private sector 
researchers and accelerate the commercialization of university-based discoveries. Industry 
Canada will manage this fund and allocate it through a competitive process, recelving 
recommendations from a private sector-led panel. Successful projects will be eligible for a 
federal investment of up to $20 million, ensuring that at least eight projects could be 
supported over the next five years. 


These three initiatives will help accelerate the commercialization of research 
knowledge flowing from Canadian universities. In coming months, Industry Canada also 
expects to receive recommendations from the Expert Panel on Commercialization. The 
Government will act on these recommendations, as appropriate, in subsequent budgets. 
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Table 5.3 
Advancing an Innovative Economy 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


Leadership in University-Based 


Research 
Granting councils 85 85 85 85 85 425 
Indirect Costs program 190 250 250 250 250. 1,190 
Canada Foundation for Innovation 500 500 


Strengthening International 
Research Networks 
Canadian Institute for Advanced 
Research 30 30 


Accelerating the Commercialization 
of New Technologies 


Research internships 2 3 Ss) 6 6 21 
M.B.A. scholarships 2 4 4 4 4 18 
Knowledge-based clusters 20 40 40 40 20 160 
Total 530 299 382 384 385 365 2,344 


Note: Totals may not add due to rounding. 


At the Centre of Global Commerce and Networks 


Openness to trade and investment creates the most favourable environment for economic 
growth and standards of living improvement by increasing incentives to innovate and 
stimulating efficiency gains. An open trade and investment regime also encourages firms 
to connect to global supply networks, which constitute a powerful catalyst for the 
adoption of the latest technologies and improved management practices. To realize its 
full potential in global markets, Canada must continue to strengthen its status as a trading 
nation in facilitating the global reach of Canadian businesses and in enhancing the 
gateways that connect us to the world. 


Proposed Policy Actions 


Positioning Canada in Global Business Networks 


The Government proposes to invest $485 million over the next five years to 

implement CAN-Trade, a comprehensive network of services and programs. This new 
trade promotion strategy will better position Canadian firms, particularly small and 
medium-sized enterprises (SMEs), in priority markets such as China and India. This 
strategy is based on four pillars: communicating the challenge, showcasing Canada to the 
world, securing international markets and winning in the global marketplace. CAN-Trade 
will include new programming under each of these four pillars as follows: 
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Communicating the Challenge 


The Government proposes to provide $7 million over five years to increase business 
awareness of the opportunities and risks presented by today’s rapidly evolving global 
commerce environment, as well as to inform Canadian firms, especially SMEs, of the tools 
that the Government can provide to help them succeed internationally. 


Showcasing Canada to the World 


In order to raise Canada’s profile and visibility as a nation of dynamic and innovative 
businesses, the Government proposes to allocate $60 million over the next five years to 
better showcase Canada abroad through additional missions in key markets, enhanced 
presence at international events and new training and marketing tools for Trade 
Commissioners. These initiatives will help Canadian SMEs build commercial relationships 
with key foreign partners. 


Securing International Markets 


The Government will build on its trade and investment agreements. To that effect, the 

Update proposes an additional $12 million to broaden Canada’s advocacy efforts in key 

markets including through activities aimed at establishing institutional linkages and joint 
research in support of Canada’s trade and economic interests. 


Winning in the Global Marketplace 


The fourth pillar is the cornerstone of the CAN-Trade strategy. It includes five initiatives, 
which will assist Canadian businesses with on-the-ground, real-time and accessible services 
to compete successfully in key markets. 


First, to effectively access emerging markets, Canadian firms, especially SMEs, need 
support in foreign markets. Therefore, the Update proposes an additional $109 million 
over the next five years to expand the Trade Commissioner Service of International Trade 
Canada in priority markets, including China, India and Brazil. 


Second, because these additional resources will increase the flow of commercial 
intelligence and help pave the way for business networking, the Government proposes to 
invest $20 million over five years to develop commercial strategies for emerging markets, 
beginning with China, India and Brazil. Combined with an expanded Trade 
Commissioner Service, these commercial strategies will increase the Government’s 
capacity to provide advice to SMEs on successful business strategies in emerging markets. 


Third, to enhance the ability of SMEs to link to global supply networks, the 
Government also proposes to invest $250 million over the next five years in a new 
financing facility—the Global Success Fund. The Fund will provide contributions on a 
matching basis to support the implementation of three-year business plans of SMEs with 
annual revenues of less than $25 million that want to expand their activities into priority 
markets. Over the next five years, the Global Success Fund is expected to assist more than 
5,000 SMEs. The achievements of these firms will create new commercial opportunities at 


home and abroad by strengthening Canada’s connection to fast-changing global 
commercial networks. 
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Fourth, to ensure that Canadian activities in emerging markets foster social and 
environmental as well as economic goals, the Government proposes to allocate 
$12 million over five years to create a Corporate Social Responsibility Centre which will, 
in partnership with the private sector, provide advice to Canadian business on corporate 
social responsibility issues. Budget 2006 will also enhance the implementation of the 
Government’s International Policy Statement priorities by providing resources to 
strengthen Canada’s partnerships with developing countries, particularly in the areas of 
education, health and governance. 


Finally, the Sustainable Cities Initiative was launched in 1999 to link Canadian 
companies to opportunities for improving the sustainability of major cities in developing 
nations. Since its inception, the initiative has led to agreements with 16 cities in 
developing nations, helping them address critical needs while providing new business 
opportunities for innovative Canadian firms in fields such as environmental technologies, 
urban infrastructure and municipal service management. The Government proposes to 
invest an additional $15 million over the next five years for the Sustainable Cities Initiative 
to continue its work under existing agreements and initiate new agreements with cities in 
emerging markets. 


Creating World-Class Gateways 
Pacific Gateway 


Canada’s trade with the rest of the world flows through “gateways” (e.g., major border 
crossings and ports) where transportation networks converge to connect centres of 
economic activity. Canada’s economic prosperity depends on the ability to move goods 
and people in a seamless and efficient fashion via these gateways. 


Using the $600 million announced in Budget 2001 for the Border Infrastructure 
Fund, the Government has made important investments (e.g., improving access roads) 
throughout Canada to help address concerns that inadequate infrastructure at our border 
crossings with the United States acts as a barrier to trade. This includes $150 million for 
the Windsor gateway. In Budget 2005, the Government announced that it would renew 
and extend into the future this key program, as it expires (Budget 2005 set out the same 
commitment for the Canada Strategic Infrastructure Fund). This will allow the 
Government to make additional investments, including in the Windsor gateway. Details 
on the renewal of the Border Infrastructure Fund (and the Canada Strategic Infrastructure 
Fund) will be announced in the next budget. 


Canada’s Pacific gateway represents an important opportunity to enhance our nation’s 
economic potential, as it provides excellent access to the rapidly growing Asia-Pacific 
region. To capitalize on this opportunity, the Government proposes to invest a total of 
$590 million over the next five years in Pacific gateway initiatives. These initiatives will 
support the flow of goods, services and people between Canada and the Asia-Pacific 
region, thereby helping to facilitate trade, create new jobs and improve the standard of 
living of Canadians. 
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Initiatives already announced include $125 million for immediate road and rail 
infrastructure projects to help address congestion concerns, $20 million to maintain secure 
and efficient border services at Canada’s Pacific gateway, and $10 million to harmonize 
standards with China. The Government will also provide a total of up to $35 million in 
operational funding over five years to Canada’s Pacific Gateway Council in support of its 
work in developing advice on issues related to Canada’s Pacific gateway and to federal 
departments that will interact with the new council. An additional $400 million has been 
identified for future strategic investments, including those in response to recommendations 
of Canada’s Pacific Gateway Council. 


Extending Access to Broadband Services 


Broadband Internet services can link Canadians in rural, remote and Aboriginal 
communities to educational, cultural and business information and services at home and 
across the world. 


Since its launch in 2002, the Government’s Broadband for Rural and Northern 
Development Pilot Program (BRAND) has helped accelerate the deployment of 
broadband services in close to 900 rural and remote communities, including over 
100 First Nations communities. 


The Government proposes to provide an additional $100 million over five years, 
starting in 2006-07, to extend the BRAND program and continue its support for 
broadband deployment in rural, remote and First Nations communities. 


Table 5.4 
At the Centre of Globai Commerce and Networks 


2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


Positioning Canada in Global 
Business Networks 


Awareness campaign 1 2 2 Z 2 i 
Showcasing Canada to the world 4 14 14 14 14 60 
Advocacy 2 3 3 2 3 12 
Trade Commissioners 11 22 25 26 26 109 
Countries’ commercial strategies 1 3 5 6 6 20 
Global Success Fund ao 45 (aye) 60 65 250 
Corporate Social Responsibility Centre 2 3 , 3 3 12 
Sustainable Cities Initiative 3 3 3 3 3 15 


Creating World-Class Gateways 
Canada’s Pacific gateway 
Rural and Aboriginal broadband 
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Total 142 251 268 265 249 =1,175 


Note: Totals may not add due to rounding. 
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Building the Right Investment Environment 


More than ever, businesses are investing where they can find the best combination of 
skills, investment and business environment. Similarly, skilled workers are locating where 
they will be able to fully achieve their aspirations. In this respect, the Government’s role 
is to put into place the right policy framework to encourage private investment in 
education, training and skills, capital and innovation, the key sources of long-term 
economic prosperity. This includes a sound macroeconomic environment, fair, 
competitive and efficient taxation, a sustainable environment and effective structural 
policies that address regulation, financial markets, competition and openness, and 
government efficiency. 


Proposed Policy Actions 


Maintaining Canada’s Macroeconomic Advantage 


The Government of Canada reiterates its commitment to maintain each and every year 
balanced budget or better and to continue to reduce the debt burden. Keeping the federal 
debt-to-GDP ratio on a downward track will create future fiscal flexibility and help to 
address the pressures associated with an aging population. As indicated in Chapter 3, the 
Government of Canada is setting a new objective of reducing the federal debt-to-GDP 
ratio to 20 per cent by 2020. This would mean that less than 10 cents of every revenue 
dollar would go to service the debt, compared to about 17 cents in 2004-05. 


A More Competitive Tax System: 
A New Proposed Tax Reduction Plan 


This Update proposes a new tax reduction plan designed to fuel growth and prosperity 

for all Canadians, with measures for individuals and businesses that will help Canada 
achieve faster economic growth, more job creation and rising standards of living. The new 
plan will make it more attractive for Canadians to join the workforce, to stay working, 
and to save, while also making Canada a more attractive place to live and work for highly 
skilled and specialized workers from around the world. It will directly increase Canadians’ 
standards of living by letting them keep more of what they earn. It will also encourage the 
creation and growth of enterprises, and investment in new, innovative technologies that 
will help workers be as productive and efficient as possible, paving the way for higher 
wages and better living standards. 


Over the current and next five fiscal years, the new plan proposes over $30 billion 
in personal and corporate tax reductions, in addition to the $22 billion in tax relief from 
measures announced in Budget 2005. It builds on the Government’s strong track record 
of tax relief since balancing the books in 1997—98, including the $100-billion Five-Year 
Tax Reduction Plan announced in 2000. Further personal income tax relief could arise 
from future unanticipated surpluses. 
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The plan accelerates the personal income tax cuts set out in Budget 2005, particularly 
benefiting those with low incomes, and it eliminates the federal capital tax as of 2006, 
two years earlier than originally planned. Consistent with fiscal sustainability, new 
measures are being put in place when they are affordable. As in the past, the Government 
will do more, sooner, if the fiscal situation permits. 


The Update proposes a number of initiatives for inclusion in Budget 2006 in order 
to begin to implement this plan. Two of these initiatives will be effective from the 
beginning of 2005—increasing the basic personal amount by $500 and reducing the lowest 
marginal personal tax rate from 16 per cent to 15 per cent. These two measures will be 
tabled in the House of Commons through a Notice of Ways and Means Motion at the 
earliest opportunity. 


Making Work Pay for Low-Income Canadians 


Increasing workforce participation is key to economic growth, improving our standard 
of living and addressing our demographic challenge. We need to reduce the barriers 
that have prevented many low-income Canadians from participating fully in the 
workforce, help them achieve self-sufficiency and contribute to higher standards of 
living for everyone in the long run. The new tax reduction plan responds to this 
challenge by proposing a Working Income Tax Benefit that will help make work pay 
for low-income Canadians. 


Participation in the workforce is a challenge for many low- and modest-income 
Canadians. Social assistance recipients, in particular, face significant financial barriers to 
paid employment: moving into the workforce often means facing a series of obstacles that 
may make them financially worse off. A typical single parent who takes a low-income job 
could lose almost 80 cents for each dollar earned because of higher taxes and reduced 
income support. He or she could also lose in-kind benefits such as subsidized housing and 
prescription drugs, and will probably incur new work-related expenses. This situation is 
often referred to as the “welfare wall.” 
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Reduction in Benefits and Increase in Taxes for Each Additional Dollar Earned 
Can Create Disincentives to Work at Low Incomes 


Net Federal and Provincial Income Taxes Paid by Low- and Middle-Income Families 
(Single Parent With One Child) 


net income tax (dollars) 
30,000 - 


25,000 — «—— Fffective marginal tax rate on $10,000 
20,000 — 


15,000 ~ | 


increase in income (right scale) 


-10,000 
-15,000 
-20,000 — 


=«— Net income tax (left scale) 


10,000 20,000 30,000 40,000 
Earnings (dollars) 


Notes: 

1. “Net income tax” refers to taxes less benefits (including social assistance). Effective marginal tax rates represent 
the reduction in benefits, and increase in taxes, for each additional dollar earned. For example, someone moving from 
$0 to $10,000 in earnings would lose 78% of every additional dollar earned. 

2. Chart is based on a weighted average of eight provinces: Alberta, B.C., Manitoba, Newfoundland and Labrador, 
New Brunswick, Nova Scotia, Quebec and Saskatchewan. Social assistance benefit levels and reduction rates vary 
significantly across provinces. No earnings exemptions have been applied. 


Source: Department of Finance Canada. 


Progress has been made in lowering the welfare wall in recent years, notably for 
families with children, through the federal-provincial-territorial National Child Benefit 
initiative. However, significant work disincentives remain. In this context, the proposed 
new tax reduction plan will improve incentives to work for low-income Canadians by 
introducing a Working Income Tax Benefit (WITB), with annual funding starting at 
$500 million in 2008 and 2009, and increasing to $1 billion for the 2010 and later taxation 
years (see box below for a description of a WITB). The objective of the WITB is to 
reduce the effective marginal tax rate for the lowest-income Canadians to levels consistent 
with those experienced by middle-income Canadians. The WITB could be expanded in 
the future depending on fiscal resources. 


Because provinces and territories play a key role in providing basic income support to 
low-income Canadians and these programs have a significant impact on work incentives, 
introducing a WITB will require coordinated action and consultation between the 
federal government, provinces and territories. In particular, it will be important to ensure 
that any steps taken translate into increased incomes and work incentives for low-income 
workers, in a context where each province and territory has its own structure for income 
support programs and income taxes. 
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What Is a Working Income Tax Benefit? 


A Working Income Tax Benefit (WITB) supplements the earnings of low-income workers 

to help “make work pay.” Benefits under a WITB are generally determined as a percentage 
of an individual’s earnings, to a maximum benefit amount, and are income-tested on the 

| basis of family income. WITBs are generally delivered through the tax system as a refundable 
tax credit—this ensures that the benefit is not restricted to those who pay income taxes. 
The effects of a WITB are to encourage individuals to move from social assistance to the 
labour force by allowing them to keep more of the money they earn, that is by lowering the 
“welfare wall.” WITB-type programs already exist in some provinces (such as the Work 
Premium in Quebec and the Working Income Supplement in New Brunswick) and in other 
countries, including the United Kingdom, the United States, France and Ireland. 

The precise structure of a WITB would be the subject of consultation, but a typical structure 
is illustrated below. 


Illustrative Structure of a Working Income Tax Benefit 
(Single Parent With One Child) 


benefit (dollars) 
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In this example, the WITB would be phased in at a rate of 30 per cent of annual earnings 
in excess of $3,000. The maximum annual benefit of $1,000 would be reached at earnings 
of $6,333. The WITB would be reduced by 10 per cent of net family income in excess 

of $18,000, and reach zero for net family incomes of $28,000 and above. This means that 
a single parent earning $10,000 per year would receive a WITB of $1 ,OOO per year while 

a single parent with earnings of $22,000 would receive a WITB of $600 per year. 
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Reducing Personal Income Taxes Across the Board 


Broad-based personal income tax relief will leave significantly more income in the pockets 
of all taxpayers, while also making it more attractive for Canadians to work and save. 
This includes significant immediate tax relief: 


@ The basic personal amount—the amount of income that all Canadians can earn 
without paying federal income tax—will be increased faster than originally proposed in 
Budget 2005. This includes an immediate $500 increase, effective January 1, 2005, and 
a further $200 increase in 2006 ($100 more than scheduled under Budget 2005), 
accelerating increases that otherwise would not have taken effect until 2008 and 2009. 


m The 16-per-cent tax rate that applies to income under $35,595 will be reduced by 
1 percentage point, effective January 1, 2005. This measure will provide almost 
$3 billion in annual, ongoing personal tax relief to all Canadian taxpayers. 


In addition, special relief is being provided under the proposed Energy Cost Benefit 
(see box below) and through enhancements to tax measures for persons with disabilities, 
as described earlier in this chapter. 


Proposed Tax Relief 


In 2006, all taxpayers will receive the benefits from measures that take effect January 1, 2005: 
the immediate $500 increase in the basic personal amount and the 1-percentage-point 
reduction in the lowest 16-per-cent rate to 15 per cent. They will benefit again from these 
changes in 2006, and will also benefit from a further $200 increase in the basic personal 
amount, effective January 1, 2006 ($100 more than scheduled under Budget 2005). 


As a result of these measures, the combined 2005 and 2006 relief, delivered in 2006, will be: 
m@ About $934 for a two-earner family of four with a combined income of $60,000 a year. 
m@ About $700 for a single parent with one child and an income of $50,000 a year. 


These measures will particularly benefit those with low and modest incomes, immediately 
removing at least 500,000 lower-income Canadians from the tax rolls. 


The proposed Energy Cost Benefit will also provide additional special relief. Families receiving the 
National Child Benefit supplement in January 2006 will receive $250, senior couples where both 
spouses are receiving the Guaranteed Income Supplement or Allowance in the first quarter of 
2006 will receive $250, and single seniors receiving the Guaranteed Income Supplement or 
Allowance will receive $125. In total, the 3.1 million payments under the Energy Cost Benefit 

will provide about $565 million in disposable income to low-income Canadians this winter. 


Significant tax relief is also proposed through reductions in the middle personal income 
tax rates and an increase in the taxable income threshold at which the top tax rate begins 
to apply. Specifically: 


@ The two middle rates—22 per cent on incomes between $35,595 and $71,190, and 
26 per cent on incomes between $71,190 and $115,739—will be reduced by 
1 percentage point effective January 1, 2010. 
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@ The taxable income threshold at which the top 29-per-cent rate begins to apply will 
be increased to $200,000 effective January 1, 2010. This amount will be indexed for 
inflation, as is the case for all bracket thresholds and other parameters of the personal 


income tax system. 


These measures will reward all Canadians who work and make Canada a more 
attractive place to live and work for highly skilled individuals. When implemented, 
they will result in tax savings of about $3,300 over the current and next five years for a 
two-earner family of four with a $60,000 annual income. 


Making Canada More Attractive for Highly Skilled Workers 


Lower taxes, combined with other quality-of-life considerations, can influence the location 
decisions of highly skilled Canadians looking at jobs abroad, or of potential new Canadians. 
The new tax reduction plan will make Canada’s personal income tax much more competitive 
with other G7 nations: when fully phased in, it will effectively reduce the top marginal 

tax rate by 4 percentage points and the average tax rate by 2 percentage points for those 
with incomes between about $130,000 and $200,000. For example, this would reduce the 
taxes of a highly skilled worker earning $150,000 a year—such as a specialized software 
engineer emigrating from India—by about $2,300 per year (about 1.5 percentage points), 
reducing the tax gap by about 20 per cent with countries like the United States and the 
United Kingdom, where average personal income tax rates are low. 


Personal Income Tax Rates at $150,000 
(Selected OECD' Countries, 2004 and Canada, 2010) 
per cent 
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' Organisation for Economic Co-operation and Development. 
Source : Department of Finance calculations based on OECD Taxing Wages Model. 
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Preserving the Progressivity of the Tax System 


The new plan preserves the progressivity of the existing personal income tax system while 
providing significant tax relief and improving incentives to work, save and invest. In fact, 
the proportion of net personal income tax paid by those with less than $60,000 in income 
will fall slightly once the plan is fully implemented. 


Table 5.5 
Shares of Net Personal Income Tax Paid Before and 
After the Proposed New Tax Plan (2010)! 


Proportion of Share of Relief Share of Taxes Share of Taxes Paid 
Income Group Tax Filers Under New Plan Paid Currently Under New Plan 
(per cent) 
Under $30,000 52 20 -6 -8 
$30,000 — $60,000 28 39 25 25 
$60,000 — $100,000 14 22 33 34 
Over $100,000 6 14 48 49 


= 


Net personal income tax includes benefits delivered through the tax system such as the Canada Child Tax Benefit. As a result, net 
personal income tax can be negative. This table only includes impacts of the new tax reduction plan, and not Budget 2005 personal 
income tax relief that will come into effect over the same time period (these previously announced changes are treated as part of 
the base tax structure). 


Further Personal Income Tax Relief: Future Unanticipated Surpluses 


The personal income tax relief provided by this plan could be increased even further 
should the Government have future unanticipated surpluses. Under proposed legislation, 
one-third of any surplus in excess of the $3-billion Contingency Reserve at the time of 
the closing of the books for a fiscal year would be used to deliver immediate tax relief to 
all taxpayers in the form of a one-time tax credit. In the following years, this same amount 
could then be used to provide permanent tax relief by increasing the basic personal 
amount and making corresponding changes to the other personal amounts—as long as 

this was determined by the Minister of Finance to be fiscally sustainable. 


Committing to An Internationally Competitive Corporate Tax System 


Creating an internationally competitive tax system for businesses has been, and continues 
to be, a key part of the Government’s plan to build a stronger economy and improve 
living standards. In today’s global economy, where capital is highly mobile internationally, 
a competitive tax system is essential to encourage the investment that helps workers 
become more productive and efficient, which is the cornerstone of higher wages and 
better living standards. It is particularly important that Canada’s corporate tax system be 
competitive vis-a-vis the United States system because of the close economic ties between 
the two countries. For example, two-thirds of foreign direct investment in Canada is from 
United States investors, and about 40 per cent of Canada’s outbound direct foreign 
investment is made in the United States. Since corporate taxes were reduced in 2001, 

the Canadian economy has created almost one and a half million net new jobs and the 
unemployment rate has fallen to a 30-year low. 
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In 2004, the United States announced corporate tax reductions that would 
significantly diminish Canada’s tax rate advantage in the absence of additional Canadian 
tax reductions. This Update reconfirms the 2-percentage-point reduction in the general 
corporate income tax rate to 19 per cent by 2010 and the elimination of the corporate 
surtax for all corporations in 2008, as proposed in Budget 2005, to ensure that Canada 
maintains its corporate tax rate advantage over the United States. The elimination of 
the corporate surtax in 2008 has already been legislated for small and medium-sized 
corporations. 


Table 5.6 
Federal Corporate Income Tax Rates Proposed in Budget 2005 


2005 2006 2007 2008 2009 2010 


(per cent) 
General corporate income tax rate ZAK al Pa tA8) 20.5 20.0 19.0 
Corporate surtax tesh2 hate eed 0.0 0.0 0.0 


Together, these tax reductions will re-establish a solid corporate tax rate advantage 
for Canada over the United States—in particular, for manufacturing income, Canada’s 
statutory tax rate advantage will be 4.7 percentage points in 2010. 


Corporate Tax Rates in Canada and the United States, 


Manufacturing Income’ 


per cent 
Before U.S. tax cuts With U.S. tax cuts | With proposed Canadian tax cuts 
U.S. rate 
40 rr Ca eaters ar ae Ee Rec = 
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1 Combined average federal-provincial and federal-state income tax rates for manufacturing income, including capital tax 
equivalents. The Canadian federal income tax rate for manufacturing and processing (M&P) income is the same as the general 
rate, while some provinces have a reduced income tax rate on M&P income. 

2 The tax advantages differ from those presented in Budget 2005 because the Canadian tax rates reflect provincial tax 
measures introduced since that time. 


Source: Department of Finance Canada calculations. 
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Lower statutory tax rates encourage investment and are an important signal for 
investors, but other aspects of the corporate income tax system—capital cost allowances, 
for example—also affect Canada’s attractiveness for new investment. It is important that 
Canada have not only a statutory tax rate advantage, but also an overall tax advantage. 
The reduction in the general corporate income tax rate and the elimination of the 
corporate surtax will give Canada an overall tax advantage for business investment over 
the United States by 2010, as measured by the marginal effective tax rate (METR) 
on investment. 


Establishing a METR Advantage: 


Overall Tax Burden on New Businesss Investment in 2010 


Federal and Provincial/State Average 


per cent 
90 ———————$_—$$$__$_____________ gay Provincial/state sales taxes on capitalgoods — : 
C9 Federal capital tax 
45 7 Provincial/state capital tax 
Provincial corporate income taxes 
40 panes Ca ~—~~« ggg Federal corporate income taxes 
35 


~ 32.6 


Canada—2000 Canada—201 0? U.S.—20108 


1 Since no substantial changes to provincial retail sales taxes on capital goods are expected over the 2000-2010 
period, they become a larger share of the total tax burden. 

? Includes proposed Budget 2005 tax reductions. 

3 For the U.S., federal corporate income taxes include state corporate income taxes. 


Source: Department of Finance Canada calculations. 


This Update builds on these corporate tax rate reductions and also proposes certain 
other improvements to the corporate tax system that will promote investment in capital 
and technology that contributes to a reduction in greenhouse gases and air pollutants, and 
support businesses undertaking risky ventures. 


Accelerating the Elimination of the Federal Capital Tax 


Taxes are levied on the capital of corporations by both the federal and provincial 
governments in Canada. Unlike corporate income taxes, which are levied on taxable 
income, capital taxes must be paid even if the corporation is not profitable. Capital taxes 
increase the cost of raising and carrying capital in Canada and, therefore, are an 
impediment to investment and job growth. 
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Budget 2003 announced that the federal capital tax would be eliminated for smaller 
corporations by 2004 and would be completely eliminated by 2008. The Update proposes 
eliminating the federal capital tax as of January 1, 2006—two years earlier than was 
originally scheduled. As a result, none of the 13,200 corporations that would otherwise 
pay the tax in 2006 will have to do so, and Canada’s overall tax advantage will 
immediately increase. With this proposal, the federal government removes a tax that 
discourages investment in machinery and equipment. Such investment is a key to the 
adoption of new technologies and an area where Canadian firms have fallen short relative 
to their peers in other major countries. 


Capital taxes are also imposed by a number of provincial governments. Some 
provinces, like Ontario and Quebec, have recently taken steps to reduce or eliminate their 
capital taxes. The Government encourages those provinces that still impose capital taxes to 
consider reducing or eliminating them in order to encourage investment and strengthen 
Canada’s overall tax advantage. 


Extending Carry-Forward Periods for Business Losses and Investment Tax Credits 


It can sometimes take many years before new businesses begin to earn profits. A fair 

and efficient tax system must recognize appropriately both profits and losses in 
determining tax liability. The current rules allow businesses to carry non-capital losses 
forward 10 years and backward 3 years. Small businesses have submitted that 10 years 1s 
not a long enough carry-forward period, particularly for new businesses undertaking risky 
ventures. To provide additional support, particularly to the small and innovative business 
sectors, this Update proposes extending the non-capital loss carry-forward period of all 
taxpayers to 20 years. 


A similar concern exists with respect to investment tax credits (ITCs). ITCs provide 
considerable support for important economic activity such as scientific research and 
experimental development. Like non-capital losses, ITCs can currently be carried forward 
up to 10 years. However, some businesses, such as research-intensive companies, can 
realize little profit for extended periods, and may therefore not benefit fully from the ITC. 
To increase the ability of these companies to use ITCs, this Update also proposes to 
extend the ITC carry-forward period to 20 years. 


Accelerating Capital Cost Allowance for Forestry Bioenergy 


To promote better environmental outcomes, the Government has in recent years been 
using a variety of economic instruments, including the tax system. Budget 2005 
announced that, going forward, new accelerated capital cost allowance (CCA) would only 
be considered for investments in green technology. Accelerated CCA is currently used to 
encourage firms that produce energy to invest in equipment that uses renewable energy 
sources or uses fossil fuel efficiently. The Update proposes to extend this incentive to 
cogeneration systems in the pulp and paper industry that produce both thermal energy and 
electricity using a biomass residue from the pulping process referred to as “black liquor.” 
This will support additional investment in technology that contributes to a reduction in 
greenhouse gases and air pollutants, while helping to improve the international 
competitiveness of Canadian mills. 
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The Government will continue to explore other opportunities to provide accelerated 
CCA for green energy. 


Reducing Personal and Corporate Taxes: 


Building on a Strong Record of Achievement 


Since eliminating the deficit in 1997-98, the Government of Canada has significantly reduced 
personal income taxes, particularly for low- and modest-income Canadians. Comparing today’s 
tax system with the one in place in 1997, Canadians face lower marginal tax rates, earn more 
tax-free income and receive more generous family benefits. In addition, they are protected from 
tax increases due to inflation. 


The $100-billion Five-Year Tax Reduction Plan, introduced in 2000, reduced federal personal 
income taxes by 21 per cent on average, and 27 per cent for families with children. The new tax 
reduction plan will reduce the tax burden further: when fully implemented it will reduce taxes by 
7 per cent on average, and by 10 per cent for families with children. With past relief and when 
the measures proposed in this Update are fully implemented, federal personal income taxes as 
a proportion of GDP will decline from 8 per cent in 1999-2000 to less than 7 per cent in 
2009-10. To date, about 1 million low-income Canadians have been removed from the tax 
rolls, while also improving the tax system for students, persons with disabilities, registered 
charities and others. Personal income tax relief scheduled to take effect in the coming years will 
remove a further 860,000 people from the tax rolls, including about 240,000 seniors. 


The Government has also improved the tax system to encourage savings, entrepreneurship 
and innovation. Recent actions include increasing the limits on contributions and benefits under 
registered retirement savings plans and registered pension plans, reducing the capital gains 
inclusion rate to one-half from three-quarters, and creating a tax-free rollover from one small 
business investment to another. 


The Government’s approach to improving the competitiveness of the business tax system has 
been to reduce corporate income tax rates while improving the tax structure. Corporate tax 
reductions since 2000 have created a corporate tax rate advantage for Canada relative to the 
United States. The tax structure has also been improved by phasing out the capital tax, 
establishing a common tax rate across all sectors, and bringing capital cost allowance rates 
more into line with the useful life of assets. The new tax reduction plan builds on these actions 
to further improve the efficiency and competitiveness of the corporate tax system and maintain 
Canada’s tax rate advantage over the United States. 
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A Track Record of Acceleration 


The Government has proven that it will exceed its commitments, delivering more tax relief, 
sooner, as resources allow. For example: 


@ The $100-billion Five-Year Tax Reduction Plan of fall 2000 significantly deepened the 
personal tax relief and accelerated the schedule of corporate rate reductions proposed in 
Budget 2000. 


@ Budget 2004 accelerated the phased increase in the small business income threshold to 
$300,000 announced in Budget 2003 by one year in order to hel small businesses retain 
more of their earnings for reinvestment and expansion. 


@ The new proposed tax plan will eliminate the federal capital tax two years earlier than 
originally proposed in Budget 2008, and the basic personal amount will be increased sooner 
than proposed in Budget 2005. 


Ongoing sound financial management may permit the Government to go further and faster with 
the new plan as well. 


Improving the Competitiveness of Canada’s Tax System: Fiscal Costs 


In total, the Government proposes to provide over $30 billion in cumulative legislated 

tax relief over the current and next five years, including about $5 billion in personal 
income tax relief that takes effect January 1, 2005. In addition, the Employment Insurance 
Commission recently announced that the employment insurance premium rate for 2006 
will be set at $1.87, down from $1.95 in 2005, which will amount to an additional savings 
of almost $4 billion over five years for businesses and employees. 
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Table 5.7 
Proposed Tax Reduction Plan Measures 


2005-06 2006-07 


2007-08 2008-09 2009-10 2010-11 Total 


Personal Income Tax Measures 
Accelerate basic personal 

amount increases 1,880 1,800 
Reduce 16% rate to 15% 

(Jan. 1, 2005)! 3,225 2,670 
Reduce 22% rate to 21% 

(Jan. 1, 2010) = - 
Reduce 26% rate to 25% 

(Jan. 1, 2010) - - 
Raise top bracket to $200,000 

(Jan. 1, 2010) = _ 
Introduce a WITB 

(Jan. 1, 2008) - - 


(millions of dollars) 


1,620 790 125 130 6,345 
2,705 2100 2,835 2,000 “47,105 


= - 390 1,07595965 


= - 110 450 560 
oe = 180 730 910 
125 500 625 1,000 2,250 


Total 5,105 4,470 


Corporate Tax Measures 
Accelerate elimination of the 


4,450 4,070 4,265 6,775 29,135 


federal capital tax 220 570 220 - ~ - 1,020 
Accelerate CCA for forestry 

bioenergy 5 10 20 20 25 25 110 
Extend carry-forward periods - - - - ~ ~ - 
Total 230 580 245 20 2S Zo." © 1,100 
Update total 53335 5,050 


4,695 4,095 4,290 6,800 30,265 


Note: Totals may not add due to rounding. 
1 Includes impact on non-refundable tax credits. 


Table 5.8 
Budget 2005 Tax Measures 


2005-06 2006-07 


2007-08 2008-09 2009-10 2010-11 Total 


Personal income tax measures 2/2 587 
Corporate tax measures 45 105 
Sales, excise and other 

tax measures 102 122 
Budget 2005 total 419 814 


(millions of dollars) 
ah, ewe 2,497 3,892 3,919 12,324 
140 1,945 2,800 3,850 8,885 


147 Zl 196 200 938 
1,444 4,613 6,888 7,969 22,147 


Note: Totals may not add due to rounding. 
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Table 5.9 
Update 2005 and Budget 2005 Tax Measures 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


Personal income tax measures OO ‘SO 5,607 6,567 8,157 10,694 41,459 
% of total relief 93% 86% 91% 15% 73% 12% 19% 
Corporate tax measures ZrO 685 385 1,970 2,829 uoro, 10,0715 
% of total relief 5% 12% 6% 23% 25% 26% 19% 
Sales, excise and other tax 
measures 102 122 147 WAL 196 200 938 
% of total relief 2% 2% 2% 2% 2% 1% 2% 
Update and Budget 2005 total By (ee! 5,864 6,139 8,708 as; KE ASE) BAN 


Note: Totals may not add due to rounding. 


Promoting Regulatory Efficiency 


Regulations help to protect the health and safety of Canadians, support a clean 
environment and underpin a well-functioning market system. Canada has one of the most 
effective regulatory systems in the world for both business and individuals, and the 
Government is committed to maintain and strengthen this advantage. 


Smart Regulation 


Given the dynamic nature of the domestic and global economies, the Government of 
Canada recognizes the need to review and update its approach to regulation to sustain the 
Government’s high levels of regulatory performance. To this end, the government-wide 
Smart Regulation initiative is reviewing all aspects of Canada’s regulatory system. To date, 
Health Canada has eliminated the backlog for new pharmaceutical review and substantially 
improved review times through the use of new management tools and increased review 
capacity, without compromising safety. Also, Natural Resources Canada is providing 
single-window access on the Internet to information and resources on federal regulations 
that affect the natural resource sectors. 


As part of the Smart Regulation initiative, the Government is developing a new 
Government Directive on Regulating, which will improve regulatory effectiveness and 
governance through a life-cycle approach, and better integrate modern policy and 
management techniques into the regulation-making process. The new Directive will help 
ensure that Canada’s regulatory system remains a competitive advantage while at the same 
time protecting the health and safety of Canadians and the environment. 


Reducing the Administrative Burden for Small Business 


BizPaL is a collaborative project that brings the federal, provincial-territorial and 
municipal governments together to streamline and harmonize permit and licence 
requirements to reduce regulatory complexity and overlap between jurisdictions and help 
simplify compliance procedures. 
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The cost of complying with the administrative requirements from all three levels of 
government disproportionately affects small and medium-sized enterprises (SMEs), taking 
small business owners away from their core activities: growing their businesses and 


creating jobs. Reducing the burden of government regulation is among the top priorities 
for SMEs. 


The Government proposes to invest $15 million over five years to help refine and 
implement BizPaL, a web-based service that gives businesses easy access in one place to a 
customized list of permits and licences required from all levels of government for specific 
business activities. 


Canada Business 


Canada Business is the Government of Canada’s primary source of business information, 
advice and referrals for entrepreneurs. It is a collaborative arrangement among 43 federal, 
provincial and territorial departments and, in some cases, not-for-profit organizations. 

It enables entrepreneurs to access information on the Internet, by telephone or in person 
at one of 13 Canada Business service centres across the country. 


Canada Business reduces the time and complexity for small and medium-sized 
companies in dealing with governments, helping entrepreneurs grow their business. 
The Government proposes to provide an additional $75 million to sustain Canada 
Business over the next five years. 


Managing Wait Times 


Canada Health Infoway is working towards accelerating the development and adoption 
of compatible health information systems to optimize medical resources to meet patient 
needs. To further assist in managing wait times, this Update proposes to invest $50 million 
for Canada Health Infoway to work with partners on the development of tools 

and systems. 


Building Canada’s Communities 


To build safe, creative and sustainable communities that are magnets for investment and 
support a quality of life second to none, the Government will build on recent major 
investments such as those made under the Government’s infrastructure programs, the 

New Deal for Cities and Communities, the National Security Policy and Tomorrow Starts 
Today with new measures in Budget 2006. 


Promoting Energy Efficiency and Environmental Sustainability 


The Government of Canada is dedicated to promoting energy efficiency and 
environmental sustainability. Over the past year, it has implemented major reforms and 
launched significant initiatives to address these priorities. Additional measures will be 
forthcoming in Budget 2006. 
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Action taken by the Government of Canada in support of addressing climate change 
is a key example of its commitment to a healthier environment. In April 2005, the 
Government of Canada released Moving Forward on Climate Change: A Plan for Honouring 
Our Kyoto Commitment, which will be used to guide the federal government’s approach to 
implementing measures to reduce greenhouse gas emissions. Budget 2005 targeted over 
$4 billion in investments over the next five years for key initiatives included in the 
Climate Change Plan. These measures include: 


@ An innovative $1-billion Climate Fund to encourage the most cost-effective projects 
to reduce greenhouse gas emissions by Canadians and industry and through projects in 
other countries. 


m@ A Partnership Fund to deliver targeted support for large strategic projects that are 
jointly agreed priorities for the Government of Canada and provinces and territories. 


M The expansion of the Wind Power Production Incentive and the establishment of a 
Renewable Power Production Incentive (RPPI) to encourage the production of 
electricity from clean, renewable power sources. 


@ A quadrupling of the number of homes made more energy-efficient under the 
EnerGuide for Houses Retrofit Incentive by 2010. 


m@ A plan to develop, by the end of 2006, a Sustainable Energy Science and Technology 
Strategy with provinces and territories. 


In recognition of the important role that energy efficiency plays in reducing 
greenhouse gas emissions, making the environment more sustainable, and protecting 
Canadian consumers and industry against high energy prices, the Government of Canada 
announced in October 2005 a further set of energy-efficiency initiatives which will 
support Canada’s Climate Change Plan. These proposed measures include: 


mM A new $550-million EnerGuide for Low-Income Households program to help over 
130,000 low-income Canadians make energy-efficiency retrofits. 


m@ A $227-million enrichment of the EnerGuide for Houses Retrofit Incentive program 


to increase the total number of homes retrofitted under the program to over 900,000 
by 2011. 


@ A $129-million High Efficiency Home Heating System Cost Relief Program to 
provide financial incentives for Canadians to install modern, energy-efficient 
heating systems. 


@ A $252-million renewal and expansion of programs targeting existing buildings, which 
includes incentives for energy-saving retrofits in community buildings and hospitals, 
schools, universities and other institutional buildings. 


Partnerships are a key element to the success of the Climate Change Plan, 
particularly to develop and implement new technologies. Through the Partnership Fund, 
the Government will cost-share investments in the deployment of new technologies 
and infrastructure, contributing to significant reductions in greenhouse gas emissions. 
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Projects could include a carbon dioxide capture and storage pipeline, clean coal, 

cellulosic ethanol plants and the construction of Canada’s east-west electrical 

transmission infrastructure to bring hydro power to provinces that rely on fossil fuels. 

The Partnership Fund is currently resourced at $50 million per year for the next five years. 
Taking into consideration the potential emission reductions, and the likely timing of 

the projects, the size of the fund could grow to $2 billion to $3 billion through 
investments in Budget 2006 and future budgets. 


The Government proposes to support bioenergy with an additional $50 million for 
expanding the RPPI to include incentives for thermal cogeneration. This will provide 
industry with an opportunity to reduce production costs, thereby helping improve 
productivity and competitiveness while also contributing to Canada’s efforts to address 
climate change. The Government has also been using the tax system to promote 
environmental objectives. Exemptions from excise tax help encourage the production 
and use of alternative fuels such as ethanol and biodiesel. Accelerated CCA is used to 
encourage firms that produce energy to invest in equipment that uses renewable energy 
sources or uses fossil fuel efficiently. This is an explicit exception to the general principle 
of setting CCA rates to reflect the useful life of assets. Budget 2005 further accelerated the 
CCA rate for a broad range of renewable energy generation equipment and certain high- 
efficiency cogeneration equipment. It also extended the incentive to certain district energy 
and biogas production systems. As set out above in the section “A More Competitive 
Tax System: A New Proposed Tax Reduction Plan,” this Update proposes to extend 
accelerated CCA to promote investment in bioenergy in the pulp and paper sector. 


The Government will continue to pursue other technologies for potential accelerated 
CCA treatment to ensure that appropriate incentives are provided for investment in green 
energy. It will also pursue other opportunities to use the tax system and other incentives 
to support environmental objectives. 


Taken together, these measures will fundamentally shift our economy to be more 
efficient in its use of energy resources and increase the sustainability and international 
competitiveness of the Canadian economy. 


Going forward, Canada will continue to demonstrate leadership in international fora, 
such as the United Nations Framework Convention on Climate Change and the G8, 
to address issues of importance to the global community in respect of climate change, 
including the promotion of technology adoption, market development and international 
cooperation. 


The Climate Change Plan is the first phase of Project Green, a set of policies and 
programs aimed at supporting a sustainable environment and a more competitive 
economy. Project Green will also address a range of environmental issues, including 
biodiversity, contaminated sites, and water and air quality. The initiatives over the 
past year and those in forthcoming budgets will help secure an energy-efficient, 
environmentally sustainable economy that is essential to both our high living standards 


and quality of life. 
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Table 5.10 
Building the Right Investment Environment 


2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 


Improving the Competitiveness 
of Canada’s Tax System 
Tax reductions to support 


prosperity 5,335 5,050 4,695 4,095 4,290 6,800 30,265 
Promoting Regulatory Efficiency 
BizPal 3 3 3 3 3 3 to 
Canada Business 19 is 16 13 15 (s 
Canada Health Infoway 50 50 
Promoting energy efficiency 2 3 5 10 30 50 
Total 5,385 5,070 4,716 4,118 4,318 6,848 30,455 


Note: Totals may not add due to rounding. 
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Table 5.11 
Summary: A Plan for Growth and Prosperity 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 

Creating Opportunities 

for All Canadians 
Enhancing Canada’s 

World-Class Workforce OTe 623 1,197 1,568 1019 1,579 7,622 
Meeting the Demographic 

Challenge 34 161 246 S16 397 397 Lot 
Improving Labour Mobility and 

Labour Market Efficiency 10 10 15 15 15 65 
Total «ui ee 794 1,453 1,899 1,991 1,991 9,238 
Advancing an Innovative 

Economy 
Leadership in University-Based 

Research 500 219 335 3835 335 335 2,10 
Strengthening International 

Research Networks 30 30 
Accelerating the 

Commercialization 

of New Technologies 24 47 49 50 30 199 
Total 530 299 382 384 385 365 2,344 
At the Centre of Global 

Commerce and Networks 
Positioning Canada in Global 

Business Networks 49 94 * 108 114 120 485 
Creating World-Class Gateways 93 158 160 key 129 690 
Total 142 205A 268 265 249 ie Was) 
Building the Right Investment 

Environment 
Tax Reductions to 

Support Prosperity D300 5,050 4,695 4,095 4,290 6,800 30,265 
Promoting Regulatory Efficiency 50 18 18 18 18 18 140 
Promoting Energy Efficiency 2 3 5 10 30 50 
Total ooo one yal, 4,716 4,118 4,318 6,848 30,455 
Total an OPN 6 6,305 6,802 6,669 6,959 9,452 43,213 


Note: Totals may not add due to rounding. 
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Table 5.12 
A Plan for Growth and Prosperity 


Broad Policy Directions 


Proposed Policy Actions 


1. Creating Opportunities for 
All Canadians 


1.1. Enhancing Canada’s World-Class 
Workforce 


Y Continue to minimize barriers to access 
and ensure that student financial 
assistance programs meet the needs 
of students. 


Y Encourage graduate study opportunities. 


Y Encourage international education 
opportunities. 


¥Y Contribute to ensuring the capacity to 
provide high-quality post-secondary 
education. 


¥Y Promote a culture of lifelong learning and 
skills upgrading by working with business 
labour and provincial partners to enhance 
workplace-based skills develooment— 
including literacy, essential skills and 
apprenticeship. 


’ 


Y Improve access to post-secondary 
education by extending the Canada 
Access Grant for students from low- 
income families to cover up to four years 
of undergraduate studies, benefiting an 
additional 55,000 students each year— 
a $550-million investment over five years. 


Y Invest an additional $2.2 billion over 
five years to further improve Canada’s 
system of student financial assistance. 


Y Increase by 50 per cent to 6,000 the 
number of Canada Graduate Scholarships 
each year provided by the three granting 
councils. This $210-million investment over 
five years will Support 6,000 students each 
year in all disciplines, including science, 
engineering and management, when 
fully implemented. 


¥Y Invest $150 million over five years to 
improve access to international education 
and enable institutions to participate in 
international networks. 


Y Provide a $1-billion Post-Secondary 
Education Innovation Fund from which 
provinces and territories will be able to 
draw down funds on a per capita basis 
for urgent investments in Canada’s 
universities and colleges. 


¥Y $3.5 billion over this year and the next 
five years to increase workplace-based 
and employer-led training by providing 
apprenticeship opportunities, improving 
literacy and essential skills, developing 
workplace skills and enhancing workforce 
participation of Aboriginal people, persons 
with disabilities and new immigrants. 


¥Y Develop a national literacy strategy with 
provinces and territories. 
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Broad Policy Directions 


Proposed Policy Actions 


1.2 Meeting the Demographic Challenge 


Y Increase workforce participation of 
currently under-represented groups— 
such as older Canadians and persons 
with disabilities—by removing barriers to 
participation in the workforce and 
improving work incentives. 


Y Improve the efficiency and effectiveness 
of the immigration system and then 
increase immigration of skilled and 
educated workers. 


Y Improve immigrant integration by working 
with the provinces and territories. 


Y Partner with provinces, businesses and 
professional associations to better match 
immigrants with skill requirements, 
broaden the regional distribution of 
immigrants and improve foreign 
credential recognition. 


Y Reduce the work barriers faced by 
low-income Canadians. 


Y Remove, where appropriate, any 
remaining provisions in federal legislation 
that allow mandatory retirement. 
Encourage provinces and territories to 
consider similar actions. 


Y Increase funding by $150 million over 
five years for the Multilateral Framework 
for Labour Market Agreements for 
Persons with Disabilities to enhance 
employment assistance for persons 
with disabilities. 


VY Increase the maximum annual Child 
Disability Benefit to $2,300 for the 
2006-07 benefit year, a $50-million 
investment over five years. 


Y Increase the refundable medical expense 
supplement to $1,000 at a cost of 
$65 million over the current year and 
the next five years. 


Y Streamline the immigration system to 
ensure that it efficiently processes the 
immigrants needed, is responsive to the 
changing labour market needs, and 
makes an effective contribution to growth 
and prosperity. 


VY Increase funding by $1.3 billion over the 
current year and the next five years for 
settlement and integration programs. 


Y Engage provinces and territories on 
the best ways to improve immigrant 
settlement and integration, recognize 
the foreign credentials of immigrants 
and broaden the regional distribution 
of immigrants. 


Y Introduce a Working Income Tax Benefit 
in 2008, at an initial annual cost of 
$500 million, rising to $1 billion, to 
improve incentives to work for 
low-income Canadians. 
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Broad Policy Directions 


Proposed Policy Actions 


1.3. Creating Aboriginal Opportunities 


¥Y Agree to transformative approaches to 
health, housing, economic development 
and education at the First Ministers’ 
Meeting with Aboriginal leaders. 


1.4 Improving Labour Market Information 
and Efficiency 


Y Reduce barriers to labour mobility across 
the country, working with provinces, 
territories and stakeholders. 


Y Improve the quality and timeliness of 
labour market information. 


Y Ensure that the Employment Insurance 
Program, on an ongoing basis, effectively 
meets the changing needs of the 
workforce and the economy. 


2. Advancing an Innovative Economy 


2.1 Leadership in University-Based 
Research 


Y Maintain Canada’s G7 leadership in 
university-based research through 
increased investment. 


Y 


On November 24 and 25, 2005, First 
Ministers and National Aboriginal leaders 
will be engaged in discussions of reforms 
and making concrete commitments and 
investments to improve the lives of 

First Nations, Inuit and Metis peoples. 


Work with provincial and territorial 
governments, employers and regulatory 
bodies to reduce barriers to labour 
mobility across the country. These efforts 
will be supported by a $25-million 
investment over five years. 


Improve collection of labour market 
information and forecasting capacity 
to help Canadians improve their career 
choices and enhance labour mobility 
by investing $40 million over the next 
five years. 


Continue to monitor and report on the 
effectiveness of the Employment 
Insurance Program through the annual 
Monitoring and Assessment Report. 


Increase funding by $425 million over 
five years to the Canadian Institutes of 
Health Research, the Natural Sciences 
and Engineering Research Council of 
Canada and the Social Sciences and 
Humanities Research Council of Canada 
(SSHRC) to support university-based 
research. 


Support research by increasing funding for 
the Indirect Costs of Research program by 
almost $1.2 billion over five years. 
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Broad Policy Directions 


Proposed Policy Actions 


ay | 


Y 


Ze 


2.3 


2.4 


Leadership in University-Based 
Research (cont’d) 


Make major ongoing investments to build 
world-leading equipment and facilities, 
attract the best researchers and support 
primary research. 


Improve its monitoring of investments and 
strengthen reporting of research success. 


Strengthening International 
Research Networks 


Strengthen support for universities and 
researchers to develop international 
networks and participate in research 
partnerships that improve Canada’s 
access to leading-edge research. 


Make it easier for the best and the 
brightest researchers from around the 
world to work in Canada. 


Fulfill the commitment to devote 5 per 
cent of federal R&D to priorities of the 
developing world, including health and 
environmental technologies. 


Encouraging Private Sector R&D and 
Technology Adoption 


Build the right investment environment for 
private sector investment in R&D and 
technology. 


Introduce new programs to enhance 
existing support for technology 
development and adoption. 


Accelerating the Commercialization 
of New Technologies 


Respond to the recommendations of 
Industry Canada’s Expert Panel on 
Commercialization. Specific measures 
will be taken to: 


— Increase the commercialization capacity of 
established clusters of economic activity. 

— Improve collaboration between university 
and private sector researchers. 


Provide $500 million in 2005-06 to the 
Canada Foundation for Innovation to 
continue to modemize research infrastructure 
at Canadian universities and colleges, 
research hospitals and other non-profit 
research institutions across Canada. 


Provide $30 million in 2005-06 to the 
Canadian Institute for Advanced Research 
(CIAR) to sustain and strengthen CIAR’s 
international research networks and 
support new research collaborations 

in emerging countries such as China 

and India. 


Budget 2006 will fund concrete initiatives 
to help fulfill the 5-per-cent commitment. 


See measures under “Building the Right 
Investment Environment.” 


Implement a new Transformative 
Technologies Program to support 
innovation and technology adoption by 
all sectors of the economy. 


Provide $21 million over the next five 
years to implement an internship program 
that will enable up to 3,500 master’s 
students in engineering and the natural 
and health sciences to acquire hands-on 
experience working on private sector 
R&D projects. 
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2.4 


Accelerating the Commercialization 
of New Technologies (cont’d) 


— Strengthen the management and 
commercial capabilities of scientists 
and engineers. 


Implement new models for managing 
government laboratories to strengthen 
clusters of university and private sector 
research excellence. 


3. At the Centre of Global Commerce 
and Networks 


3.1 
Y 


Opening Canada to the World 


Review Canada’s tariff regime to improve 
competitiveness and attract investment— 
for example, by reducing tariffs on 
manufacturing inputs—and ensure trade 
negotiations open key international 
markets for Canadian business. 


Move forward with the Security and 
Prosperity Partnership of North America 
and develop new avenues of cooperation 
with our North American partners to make 
our societies safer and more secure, our 
businesses more competitive and our 
economies more resilient. 


Ramp up the Foreign Investment 
Promotion and Protection Agreement 
(FIPA) program to assist firms in 
connecting to global supply networks, 
especially with respect to priority markets 
such as India and China. 


Improve the trade and investment climate 
by concluding negotiations with the U.S. 
on tax treaty changes, reviewing Canada’s 
restrictions on foreign investments in the 
air transportation sector, and acting on 
the findings of the Telecommunications 
Policy Review Panel. 


Allocate $18 million over five years to SSHRC 
to support up to 500 graduates of master’s 
programs in engineering and the natural and 
health sciences pursuing an M.B.A. 


Provide $160 million over five years to 
strengthen knowledge-based industrial 
Clusters with support for large-scale projects 
that bring together universities, private firms, 
venture capitalists and specialized business 
services, such as incubators. 


Continue to negotiate improvements in 
market access for Canadian firms under 
the Doha Round of the World Trade 
Organization. 


Continue to implement initiatives to 
improve security and prosperity, including 
border measures. 


Conclude FIPA negotiations with China, 
India and Peru. 
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3.2 Positioning Canada in Global 


v 


Business Networks 


Develop a government-wide network 
of services and programs to identify 
opportunities in key emerging markets, 
showcase Canadian strengths and 
achieve results through successful 
commercial strategies. 


Increase export promotion efforts, 
especially for small and medium-sized 
businesses. 


Work with Canadian businesses in 
emerging markets to promote issues 
of corporate social responsibility. 


¥Y Invest $485 million over five years to 
implement CAN-Trade, a comprehensive 
network of services and programs. The 
CAN-Trade initiative includes: 


— $7 million over five years to inform 
businesses, particularly small and 
medium-sized enterprises (SMEs), 
of global commerce opportunities 
and risks and the Government’s 
tools that exist to help them succeed 
internationally. 

— $60 million over five years to raise 
Canada’s profile and visibility as a 
nation of dynamic and innovative 
businesses. 

— $12 million over five years to broaden 
Canada’s advocacy efforts in 
key markets. 

— $109 million over five years to expand 
the Trade Commissioner Service of 
International Trade Canada in priority 
markets, including China, India 
and Brazil. 

— $20 million over five years to develop 
commercial strategies for emerging 
markets, beginning with China, India 
and Brazil. 

— $250 million over five years to create 
the Global Success Fund to enhance 
the ability of more than 5,000 SMEs 
over five years to link to global supply 
networks. 

— $12 million over five years to create a 
Corporate Social Responsibility Centre 
which, in collaboration with the private 
sector, will provide advice to Canadian 
business on corporate social 
responsibility issues. 

— $15 million over five years to support 
the already-established Sustainable 
Cities Initiative, which links Canadian 
businesses to opportunities to improve 
the sustainability of major cities in 
developed countries. 
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3.2 


v 


Positioning Canada in Global 
Business Networks (cont'd) 


Further the integration of emerging 
economies into the global economy 
through bilateral initiatives and Canada’s 
leadership position in the G7 and G20. 


Facilitate global market opportunities for 
Canadian companies to develop and 
deploy environmental technologies 
through the United Nations Framework 
Convention on Climate Change and other 
international processes. 


Creating World-Class Gateways 


Promote trade with the United States 
and emerging Asia-Pacific economies 
by supporting the further development 
of Canada’s Pacific gateway and the 
Windsor-Detroit corridor through 
infrastructure investment and 
supporting policy initiatives. 


Explore further liberalization of Canada’s 
air transport agreement with the United 
States and other countries. 


Improve access to global 
telecommunications networks by investing 
to better connect remote, rural and 
Aboriginal communities to broadband 
networks where private service is lacking. 


4. Building the Right Investment 
Environment 


4.1 


Vv 


Maintaining Canada’s Macroeconomic 
Advantage 


Maintain balanced budgets or better and 
its balanced approach to the allocation 

of surpluses—including unanticipated 
surpluses in excess of the Contingency 
Reserve—and keep the debt-to-GDP ratio 
on a downward track. 


Invest $590 million over five years to 
improve Canada’s Pacific gateway. 


The Government of Canada will attempt 
to acquire rights to accommodate the 
interests of Canadian carriers under 
bilateral air transport agreements. 


Allocate an additional $100 million over 
five years to extend the Government's 
Broadband for Rural and Northern 
Development Pilot Program to accelerate 
the deployment of broadband services 

in rural, remote and First Nations 
communities. 


The Government is committed to maintain 
each and every year a balanced budget 
or better and to continue to reduce the 
debt burden. 


Set a new objective of reducing the debt-to- 
GDP ratio to 20 per cent by 2020 to create 
future fiscal flexibility and to address the 
pressures associated with population aging. 
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4.1 


4.2 


Maintaining Canada’s Macroeconomic 
Advantage (cont’d) 


Maintain low, stable and predictable 
inflation by extending the Government’s 
inflation target agreement with the Bank 
of Canada for a further five years in 2006. 


Improving the Competitiveness 
of Canada’s Tax System 


The Government is committed to a 
fair, efficient and competitive income 
tax system for individuals and 
corporations by: 


— Reducing personal income taxes at 
all income levels to make it more 
attractive for Canadians to join the 
workforce, to stay working and to save, 
with a specific focus on reducing 
marginal tax rates to improve 
incentives. 

— Consulting with provinces and 
territories to design and introduce a 
new Working Income Tax Benefit to 
make work pay for low-income 
Canadians. 


— Ensuring that Canada has an internationally 
competitive corporate tax system, by 
establishing in particular a meaningful 
overall, or marginal effective tax rate, 
advantage vis-a-vis the United States, 


and to make the tax system as neutral as 


possible with respect to business 
structure, financing and investment. 


v 


Legislation has been introduced to 
allocate any unanticipated surplus in 
excess of the $3-billion Contingency 
Reserve equally to investments in 
economic and social priorities, tax relief 
and debt reduction. 


Conclude a new inflation target agreement 
with the Bank of Canada in the first half 
of 2006. 


A new proposed tax reduction plan that 
will deliver more than $30 billion in 
personal and corporate income tax relief 
over the current and next five years, 
including immediate personal income tax 
relief of up to about $325 for all taxpayers 
for 2005 and further relief in later years as 
other tax reductions are phased in. The 
proposed new tax plan will: 


— Introduce a Working Income Tax 
Benefit to reduce the barriers to work 
faced by low-income Canadians, 
starting in 2008. 

— Provide an immediate increase of 
$500 to the basic personal amount— 
the amount of income that Canadians 
can earn without paying federal income 
tax—effective January 1, 2005, 
accelerating the increase scheduled 
under Budget 2005. 

— Reduce personal income tax rates 
by reducing the lowest 16-per-cent rate 
to 15 per cent effective January 1, 2005, 
followed by reductions in each of the 
two middle rates by 2010. 

— Improve the attractiveness of working 
in Canada for highly skilled and mobile 
workers by increasing the income level 
at which the top tax rate begins to 
apply, starting in 2010. 


— Confirm the general corporate income 
tax rate reductions, and the elimination 
of the corporate surtax for all 
corporations, as proposed in 
Budget 2005, a key element of the 
growth and prosperity plan. 
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4.2 Improving the Competitiveness 
of Canada’s Tax System (cont’d) 


— Encourage Canadian investment 
abroad and foreign investment in 
Canada by, among other things, 
enhancing tax treaties with other 
countries and ensuring that those 
capital flows serve lawful and 
productive purposes. 


4.3 Promoting Regulatory and 
Financial Market Efficiency 
vY Reform the Government’s regulatory 


system based on the principles of 
Smart Regulation. 


wv __ Reduce the paper burden on Canadian 


business by working with the private 


sector and other orders of government to 


minimize complexity and duplication. 


— Eliminate the federal capital tax as of 
2006, two years earlier than originally 
planned, to eliminate an impediment 
to investment. 

— Extend carry-forward periods for 
business losses and investment tax 
credits to provide additional support 
to businesses undertaking 
risky ventures. 

— Accelerate capital cost allowance for 
certain forestry bioenergy equipment 
to support additional investment in 
technology that contributes to a 
reduction in greenhouse gases and air 
pollutants, while helping to improve the 
international competitiveness of 
Canadian pulp and paper mills. 


Implement a new Government Directive 
on Regulating to improve regulatory 
effectiveness and governance and better 
integrate modern policy and management 
techniques into the regulation-making 
process. 


Provide $15 million over five years to help 
refine and implement BizPal, a web-based 
service that gives businesses easy access 
to a customized list of permits and 
licences from all levels of government for 
specific business activities. 


Provide $75 million over five years to 
Canada Business, a service aimed at 
reducing the time and complexity for 
SMEs in dealing with governments. 
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4.3 


v 


4.4 


4.5 


Promoting Regulatory and 
Financial Market Efficiency (cont’d) 


Ensure that the regulatory framework Y 
governing the financial sector, capital 

markets and pensions promotes 

soundness, efficiency and competitiveness, Vv 
and serves the needs of individuals, 

businesses and the economy. 


Continue discussions with the provinces 
and territories on a single securities 
regulator and other approaches to achieve 
anew, enhanced system of securities 
regulation. 


Strengthening Canada’s 
Economic Union 


Encourage provinces to implement tax 
reforms that will enhance productivity, 
including eliminating provincial capital tax 
and reforming retail sales taxes. 


Strengthen Canada’s economic union Y 
through further development of the 

Agreement on Internal Trade with 

the provinces. 


Enhance workplace-based skills Y 
development, including literacy, essential 
skills and apprenticeships with the provinces. 


Driving Greater Productivity 
in Government 


Update the Government’s expenditure Y 
management system to better link 

spending to achievements and improve 

the quality of information for Parliament. 


Further professionalize the public service Y 
by investing in learning. 


Strengthen internal audit and evaluation Y 
capacity across the public sector. 


Release a white paper on the 2006 review 
of financial institution legislation. 


Issue proposals following on the 
consultation related to federally regulated 
defined benefit pension plans. 


Work with the provinces to make further 
progress on strengthening internal trade 
through the Agreement on Internal Trade, 
including improving credential recognition 
and ratifying the energy chapter. 


See 1.1 


Work is underway on the development of 
the Expenditure Management Information 
System, which once implemented will 
improve the information available for linking 
program spending to intended outcomes. 


Invest up to $35 million per year for a new 
learning and development initiative in the 
career-long learning of the public service. 


The Government will recruit up to 300 new 
auditors to ensure that each government 
department and agency has a Chief Audit 
Executive responsible for overseeing its 
new Policy on Internal Audit. 
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4.5 


Vv 


4.6. 


Driving Greater Productivity 
in Government (cont’d) 


Perform ongoing reviews of major 
portfolios to create a culture of 
expenditure review. 


Promoting Energy Efficiency and 
Environmental Sustainability 


Encourage the development and adoption 
of energy-efficient and environmentally 
sustainable technologies, situating 
Canada’s industries at the forefront of a 
growing global market. 


Use market mechanisms to tap 
greenhouse gas emissions potential 
across the Canadian economy, spurring 
innovation at a national level. 


Encourage energy-efficiency 
improvements and other competitive 
structural changes for Canadian 
consumers, industry and governments. 


Use the Government of Canada’s 
purchasing power to improve its 
environmental performance. 


Provide leadership in international fora to 
promote technology adoption, market 
development and international cooperation. 


Pursue additional opportunities to use the 
tax system to support environmental 
objectives, where it would be an 
appropriate instrument. 


Following completion of its review of 
climate change programs, the 
Government will provide 
recommendations to Ministers on the 
allocation of new funds starting in 2006. 
The Government will also review other 
priority areas, including public security, 
anti-terrorism programs, and 
programming for Aboriginal Canadians. 


Establish the Climate Fund Agency 
and launch a new greenhouse gas 
offset system. 


Implement EnerGuide for Low-Income 
Households, enrichment of EnerGuide for 
Houses Retrofit Incentive and incentives for 
building retrofits, and High Efficiency Home 
Heating System Cost Relief Program. 


Implement a Government of Canada 
green procurement policy and continue to 
put the federal house in order by building 
on achievements to date and ensuring 
that its internal operations are among the 
“greenest” in the world. 


Host the United Nations Climate Change 
Conference in Montréal in November 2005. 


Extend accelerated CCA to promote 
investment in bioenergy in the pulp and 
paper sector. 
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Introduction 


In June 2005, the Minister of Finance tabled in the House of Commons an independent 
study by economist Dr. Tim O’Neill of the Government of Canada’s approach to 
economic and fiscal forecasting. The report was commissioned to ensure that the 
Government continues to use the most up-to-date forecasting methods and to benchmark 
Canadian practices against the best in the world. One of the key recommendations of the 
report called for improving the transparency of the federal government’s fiscal-forecasting 
procedures and information, in part by examining the key risks and uncertainties 
associated with fiscal projections. 


This annex provides an overview of the sources of uncertainty in, and therefore 
the risks to, the fiscal projections. While Chapter 4 discusses specific risks to the current 
forecast, this annex explores the general implications of risks and uncertainties for 
fiscal planning. 


Fiscal projections are inherently uncertain due to: 
@ Uncertainty associated with the economic forecasts that underlie fiscal projections. 


@ Volatility in the relationship between fiscal variables and the underlying activity 
to which they relate. 


m@ Typically long lags with which final economic and fiscal information 
becomes available. 


Ensuring that the annual fiscal targets of balanced budgets or better are met requires 
careful analysis of the risks and uncertainties in the fiscal projections. 


The risks and uncertainties involved in meeting stated fiscal targets underscore 
the need for a prudent approach to fiscal planning. This includes the annual Contingency 
Reserve and an extra amount for economic prudence. 
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The $3-billion Contingency Reserve is small in relation 
to the $400 billion in combined revenues and expenses 


Revenues, Expenses and the Budgetary Balance in 2004-05 


billions of dollars 
200 


150 


100 


Revenues Expenses Surplus 


m@ The budgetary balance is the difference between two very large numbers (revenues 
and expenses). Therefore small errors in forecasting either or both can lead to 
seemingly large forecast errors of the budgetary balance. 


M The sum of revenues and expenses is about $400 billion and growing. A |-per-cent 
underestimate of revenues and a 1-per-cent overestimate of expenses translates into 
an unanticipated $4-billion shortfail—greater than the Contingency Iesenve, 


m Every budget since 1994 has included a Contingency Reserve generally set at 
$3 billion. Although the nominal value of the Contingency Reserve has remained 
unchanged, its value as a proportion of gross domestic product (GDP) has fallen by 
about one-half from 0.4 per cent of GDP in 1994 to 0.2 per cent of GDP in 2004. 


m Further, the revenue base that is subject to forecast error includes not only federal 
revenues but also provincial revenues and Canada Pension Plan premiums 
administered by the Canada Revenue Agency. These revenues total close to 
$70 billion. Since remittances initially received from the Canada Revenue Agency 
do not identify these streams separately, they must be estimated on a monthly basis. 
This adds to the complexity of the fiscal projection. 
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Fiscal projections are inherently uncertain 


Sources of Uncertainty 


M@ There are three key sources of uncertainty associated with the fiscal projections: 
the economic forecast, the translation of the economic forecast into the fiscal 
projections, and information lags and data revisions. 


@ Economic forecasts contain an unavoidable level of uncertainty. Since the economic 
forecast underlies the fiscal projections, the uncertainty associated with the economic 
forecast carries over to the fiscal projections. 


@ Translating the economic forecast into fiscal projections is associated with uncertainties 
of its own. Although most fiscal variables are related to an underlying economic 
activity, the relationship between the two is sometimes volatile and hard to predict, 
given the reaction of taxpayer behaviour and cyclical developments. Furthermore, 
some fiscal variables are not related to economic factors, such as expenses related to the 
Government’s legal liabilities. 


@ Finally, the typically long lags with which final economic and fiscal information 
becomes available can complicate the fiscal projections. 
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Economic forecasting is subject to error 


‘Nominal GDP Growth: Forecast Versus Actual 


per cent 


Budget/Update private sector forecast 
2% Currently published 
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Sources: Department of Finance Canada surveys of private sector forecasters as reported in the 1994 to 2004 budgets 
and the October 2000 Economic Statement and Budget Update; Statistics Canada. 


@ Most components of budgetary revenues and some components of expenses 
(i.e. employment insurance benefits and public debt charges) are influenced 
by the economic variables to which they relate. 


™ The gross domestic product of the country provides a broad measure 
of the Government’s tax base and represents an important input for fiscal projections. 
Forecasts of GDP and other economic variables are subject to error. During periods 
of accelerating economic growth GDP tends to be underestimated, while during 
periods of decelerating or declining growth, GDP tends to be overestimated. 


M Since 1994 the economic forecasts used for budget planning have been based 
on private sector forecasts. Forecasts are requested for calendar years starting with 
the budget year and up to six years thereafter.! Over the last 11 years, the error 
between forecasts provided for budgets and currently published figures ranged from an 
overestimate of 2.6 percentage points in 2001 to an underestimate of 4.7 percentage 
points in 1999. The mean error was a 1.0-percentage-point underestimate. 


1 In general, the forecasts for a given year were based on private sector surveys completed between December and 
early February for February budgets. The exceptions were the March 2004 budget, which was based on the 
March 2004 survey, and the December 2001 budget, which was based on the October 2001 survey and further 
consultations with forecasters in December 2001. As there was no February 2001 budget, the forecast for 2001 is 
from the October 2000 Economic Statement and Budget Update (based on the September 2000 survey). 
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Forecasts of interest rates are more accurate 


Short-Term Interest Rates: Forecast Versus Actual 


per cent 


Budget/Update private sector forecast 
MH Currently published 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Sources: Department of Finance Canada Surveys of private sector forecasters as reported in the 1994 to 2004 budgets 
and the October 2000 Economic Statement and Budget Update; Statistics Canada. 


@ Public debt charges are strongly influenced by changes in short-term interest 
rates since about one-third of outstanding government debt needs to be renewed 
within the year. 


m@ Forecasts of interest rates have generally been more accurate than nominal 
2) 
GDP forecasts. 


2 See note 1. 
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Accurate forecasts are important since fiscal projections 
are sensitive to changes in economic assumptions 


™ Fiscal projections are sensitive to changes in economic variables, particularly 
to changes in real GDP growth, inflation and interest rates. 


lm Although the relationship between changes in economic variables and fiscal 
outcomes is volatile and hard to predict, rules of thumb can be used to get some 
sense of the sensitivities associated with economic shocks. These generalized rules 
of thumb assume that any increase in economic activity is proportional across 
the income components of GDP. 


@ The sensitivities shown below differ from those presented in Budget 2005 due 
to changes in the base levels of the various GDP components, changes in the levels 
of the respective revenues and expenses themselves, and changes in the assumptions 
regarding employment insurance (EI) premium rates. Rather than being fixed at a 
given level, EI premium rates are assumed to adjust such that EI revenues exactly 
offset program expenses; this assumption is consistent with the new EI rate-setting 
procedure introduced for 2006. 


M@ In the following pages the fiscal impact of changes in three key economic variables 
are provided: 


— An increase in real GDP resulting from a one-year, 1-per-cent rise in the rate 
of GDP growth. The one-year increase in the growth rate is driven by higher 
productivity and a 0.5-per-cent increase in employment. 


— An increase in nominal GDP resulting solely from a one-year, 1-per-cent increase 
in the rate of GDP inflation. 


— A sustained 100-basis-point increase in all interest rates. 
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Estimated Impact of Py One-Year, 1-Per-Cent Increase in Real GDP 


Growth on Federal Revenues, Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 
(billions of dollars) 


Federal revenues 
Tax revenues 


Personal income tax revenues 1.0 1.3 1.6 
Corporate income tax revenues 0.3 0:3 0.3 
Goods and services tax revenues 0.4 0.4 aR, 
Other tax revenues 0.2 0.2 0.2 
Total tax revenues 1.9 exe 2.6 
Employment insurance premium revenues 0.3 -0.7 -0.8 
Other revenues 0.0 0.0 0.0 
Total budgetary revenues ee 1.6 1.8 


Federal expenses 
Major transfers to persons 


Elderly benefits 0.0 0.0 0.0 
Employment insurance benefits -0.6 -0.6 -0.7 
Total -0.6 -0.6 -0.7 
Other program expenses 0.1 0.2 0.3 
Public debt charges -0.1 -0,2 -0.4 
Total expenses -0.6 -0.6 -0.8 
Budgetary balance Pat f eee 2.6 


Note: Totals may not add due to rounding. 


@ The increase in real GDP raises the budgetary balance by $2.7 billion in the first year, 
$2.2 billion in the second year and $2.6 billion in the fifth year. 


@ Tax revenues from all sources increase. Personal income tax revenues increase 
as employment and wages and salaries rise. Furthermore, due to the progressivity 
of the tax system, as individuals earn higher real incomes and move into higher tax 
brackets, they pay proportionally more of their income in taxes. Corporate income 
tax revenues rise as output and profits increase. However, the corporate income tax 
revenue increase is less than proportional as part of the increase in profits is offset 
through higher utilization of loss pools. Goods and services tax (GST) revenues 
increase as a result of higher consumer spending associated with the rise in 
employment and personal income. 


m@ Since EI premium rates for a given year are set on projections carried out in October 
of the previous year, EI premium revenues are assumed to increase in the first year of 
the shock (due to higher employment) but decline thereafter, reflecting the adjustment 
to the break-even rate (changes in EI premium revenues do not exactly equal changes 
in EI benefits because the decline in administrative costs is not included). 


m@ Expenses decline, mainly reflecting lower EI benefits (due to a decrease in the level 
of unemployment) and lower public debt charges (reflecting a lower stock of debt). 
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Estimated Impact of a One-Year, 1-Per-Cent Increase in GDP 


Inflation on Federal Revenues, Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 
(billions of dollars) 


Federal revenues 
Tax revenues 


Personal income tax revenues 1.3 eS Zt! 
Corporate income tax revenues 0.3 0.3 0.3 
Goods and services tax revenues 0.4 0.4 Oss 
Other tax revenues 0.2 0.2 O2 
Total tax revenues Zee 22 Df) 
Employment insurance premium revenues 0.4 0.1 0.1 
Other revenues Onl 0.1 0.1 
Total budgetary revenues ZG 2.3 2.0 


Federal expenses 
Major transfers to persons 


Elderly benefits 0.3 0.3 0.4 
Employment insurance benefits 0.0 0.1 0.1 
Total 0:3 0.4 0.5 
Other program expenses 0.4 0 0.8 
Public debt charges 0.0 -0.1 -0.3 
Total expenses 0.7 0.8 1.0 
Budgetary balance PAY) 1.5 1.6 


Note: Totals may not add due to rounding. 


@ An increase in nominal GDP resulting solely from a rise in prices would raise 
the budgetary balance by $2.0 billion in the first year, $1.5 billion in the second 
and $1.6 billion in the fifth. 


@ Higher prices result in higher nominal income and, as a result, personal income tax, 
corporate income tax and GST revenues all increase, reflecting gains in the 
underlying nominal tax bases. Compared to the impacts of the real GDP shock, 
the effects on personal income tax revenues are more pronounced in the initial year 
due to limited pass-through of higher inflation (tax brackets are indexed to the 
percentage change in the Consumer Price Index for the 12-month period ending 
September 30 of the previous year). For the remaining years, the impacts on 
personal income tax revenues are higher in the real GDP shock, reflecting higher 
real income and the progressivity of the tax system. For the other revenue streams 
the effects are similar. 


m@ EI premium revenues increase in response to higher earnings in the first year but 
dissipate thereafter as premium rates are assumed to adjust to offset the impact of 
higher earnings. However, unlike the real GDP shock, EI benefits do not decline 
since unemployment is unaffected by the rise in prices. 


M@ Partly offsetting higher revenues are increases in the cost of statutory programs that are 
indexed to inflation, such as elderly benefit payments, and increases in federal wage 
and non-wage expenses, which are assumed to increase in line with prices. Public debt 
charges fall due to the lower stock of debt. 
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Estimated Impact of a Sustained 100-Basis-Point 


Increase in All Interest Rates on Federal Revenues, 
Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 

(billions of dollars) 
Federal revenues 0.4 0.5 0.8 
Federal expenses pes) 2.0 SAE 
Budgetary balance -1.0 -1.5 “1.9 


Note: Totals may not add due to rounding. 


@ An increase in interest rates would lower the budgetary balance by $1.0 billion in the 
first year, $1.5 billion in the second and $1.9 billion in the fifth. 


M@ The deterioration stems entirely from increased expenses associated with public 
debt charges. The loss on debt charges rises through time as longer-term debt matures 
and is refinanced at higher rates. 


™@ Moderating the overall impact is a rise in revenues associated with the increase in the 
rate of return on the Government’s interest-bearing assets, which are recorded as part 
of non-tax revenues. 
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Translating the economic forecast into a fiscal projection 
is an uncertain process 


- Federal Government Revenues as a Percentage of GDP 


per cent of GDP 
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0.1-percentage-point change in revenue-to-GDP ratio = $1.3-billion change in revenues 


m@ Even if the GDP forecasts were perfectly accurate, translating the economic forecast 
into a fiscal projection is not straightforward, as illustrated by the variation in the ratio 
of federal revenues to nominal GDP. This ratio can be thought of as the effective tax 
rate for the economy as a whole. 


m There is a cyclical element to the revenue ratio. It tends to decline during downturns 
and to increase during recoveries, reflecting the progressive nature of the tax system 
and the cyclical nature of corporate profits and capital gains. It is also affected by the 
impact of tax policy changes. 


mM Over the last 20 years, this ratio has gone from a high of 17.9 per cent in 1991-92 
to a low of 15.3 per cent in 2003-04. For an economy that produces $1.3 trillion 
worth of output every year, each 0.1-percentage-point change in the ratio produces 
a $1.3-billion change in revenues. Over the past 20 years the ratio has changed 
annually by an average of 0.4 percentage points. 
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Growth in tax bases does not translate in a predictable 
way into tax revenues: corporate income taxes 


Annual Growth in Corporate Profits and Corporate Income Tax Revenues 


per cent 


Corporate income tax revenues 
Hi Corporate profits 


Average corporate 
income tax revenue 
growth since 1995-1996 


1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 
Difference 23.6 0.3 21.0 2D -24.4 SZ -7.8 -15.2 14.8 -9.5 
(percentage 

points) 


M@ The relationship between broad revenue sources (namely, personal income taxes, 
sales taxes and corporate income taxes) and their respective bases is subject to 
large variations. 


M@ Provisions in the Income Tax Act allow corporations to carry forward losses for 
up to 10 years, and current-year losses can be carried back up to three years in order 
to offset taxes already paid in previous years. 


M@ Such provisions contribute to the weak link between corporate income tax revenues 
and corporate profits. 
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Growth in tax bases does not translate in a predictable 
way into tax revenues: personal income taxes 


_ Annual Growth in Personal Income and 
Personal Income Tax Revenues 


per cent 


Average personal Personal income tax revenues 


H@® Personal income 


income tax revenue 
10 growth since 1995-1996 


Difference 2.5 44 70) -0.9 4.7 0.9 -12.0 -0.3 0.2 1.6 
(percentage 
points) 


@ While over long periods of time there is a fairly stable relationship between personal 
income and personal income tax revenues, in any one year this relationship may 
not hold. The reasons for this include: 


— The response of individuals to tax changes is uncertain. 


— The take-up of tax-deferred income plans, such as registered retirement 
savings plans, can vary. 


— The National Accounts measure of personal income does not include capital gains 
and withdrawals from tax-assisted retirement savings in registered retirement savings 
plans (RRSPs) and registered pension plans (RPPs). 


@ For example, there were several years during the late 1990s when personal income 
taxes grew faster than personal income, in part due to a strong stock market 
performance and the associated capital gains (but also due to the then only partial 
indexation of the tax system to inflation). In 2001-02, personal income rose almost 
5 per cent while personal income tax revenues declined more than 7 per cent, 
reflecting the tax reduction measures under the Five-Year Tax Reduction Plan, 
as well as capital losses associated with a decline in the stock market. 
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Growth in tax bases does not translate in a predictable 
way into tax revenues: GST revenues 


Annual Growth in Consumption Tax Base and GST Revenues 


per cent 


GST revenues 
jo ____ Ml Taxbase 


Average GST 
‘lit see hac Bint AO lt Ce Loe ee revenue growth since 
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1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 


Difference -4.8 22 1.6 1.6 3.5 0.5 -1.5 4.9 -4.2 -0.2 
(percentage 
points) 


mM While the GST tax base is relatively stable and generally grows in line with 
the economy, GST revenues can also be difficult to predict. 


M@ GST revenues are the difference between two large numbers: gross receipts 
and refunds. The GST is a value-added tax, so businesses collect tax on their sales 
(gross GST receipts) and are refunded the tax paid on their input (GST refunds). 


@ Small changes in either or both of these can translate into a large change in the 
difference between the two. In some instances GST refunds may not be claimed in 
the same year as associated GST receipts, causing the growth in the tax base to differ 
from GST revenue growth. However, over a period of several years, the differences 
tend to lessen, and net GST receipts grow broadly in line with the underlying 
consumption tax base. 
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Accrual-based financial reporting meets the highest standard, 
but it increases forecast uncertainty 


Liabilities and Assets Subject to Measurement Uncertainty 


gm Environmental liabilities @ Capital/amortization 
m@ Legal liabilities m Loans and loan guarantees 


m Employee benefits 


@ In 2002-03, the Government changed its basis of accounting from modified accrual 
to full accrual. Full accrual accounting is internationally recognized as presenting 
a more complete picture of a government’s financial position, improving information 
for decision making and accountability. 


@ Under full accrual accounting, expenses and corresponding liabilities are recorded 
in the periods to which they relate rather than when cash is disbursed. Changes in 
these liabilities are often difficult to predict since they generally do not bear any 
direct link to underlying economic activity. Adjustments to the Government’s 
habilities are audited by the Office of the Auditor General of Canada. 


@ In the case of environmental liabilities, the Government accounts for costs and 
liabilities related to the management and remediation of contaminated sites when 
the contamination occurs and estimates of the costs are available. For legal liabilities, 
the Government records an allowance for claims and litigation where it is likely, 
based on the legal assessment of the Department of Justice Canada, that there will 
be a future payment and a reasonable estimate of the loss can be made. In both cases, 
the estimated liabilities are subject to adjustment as circumstances change and new 
information becomes available. 


M@ Since the Government recognizes costs of employee benefits in the year in which 
the liability is incurred (as opposed to on a pay-as-you-go basis, under which liabilities 
are recorded only when benefits are paid out), liabilities for current services are 
adjusted each year based on actuarial assessments. 


@ Capital expenditures made each year by various departments must be replaced by an 
estimate of the depreciation or amortization of the Government’s overall capital stock. 


@ The solvency of outstanding loans and the possibility that loan guarantees may be 
called are also assessed on an ongoing basis with appropriate adjustments made to 
their value. 
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Lags in data availability add uncertainty to the fiscal projections 


March Fiscal Monitor Compared to Final Outcomes 


1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 
(billions of dollars) 


March Fiscal Monitor: surplus 4.2 9.1 14.9 19.8 9.8 10.4 70 9.8 


Changes to final outcome 
Budgetary revenues 
Personal income 
tax revenues 
Corporate income 
tax revenues 
Goods and services 
tax revenues 
Other revenues 
Total 
Expenses 
Policy initiatives 
Atomic Energy of Canada 


Limited environmental liabilities 
Other 


Total 
Net adjustment 


Surplus 


Note: The final outcome for 2002-03 was on a full accrual basis while The Fiscal Monitor was on a modified accrual basis. 
Totals may not add due to rounding. 


m@ The sometimes long lags with which information on fiscal developments becomes 
available add uncertainty to the fiscal projections. 


@ A significant amount of new information arises even after the end of the fiscal year. 
For example, in the case of personal income taxes, the published monthly data are 
based on cash receipts, but are adjusted to reflect estimated year-end receivables 
and payables. However, at year-end, these estimates are replaced with the final, 
full-accrual-based estimate of personal income tax receipts. This estimate is 
produced during the summer months and is based on personal income tax returns 
assessed as at May 31. 


@ Policy initiatives cannot be incorporated into the monthly results until they have 
received parliamentary approval. Also, specific liabilities cannot be included until the 
amounts can be quantified by departments. This adds uncertainty since approval is 
not guaranteed. 


m@ The scope of the adjustments is illustrated by comparing the estimated surplus at the 
time of the March Fiscal Monitor, when fiscal data for all 12 months are available, 
to the final results published in the Annual Financial Report of the Government of Canada. 
Net adjustments range from a $1.5-billion upward adjustment to an $8.2-billion 
downward adjustment. In most years, the adjustment is negative. 
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As much as 56 per cent of annual corporate income tax revenues 
are received in the last four months of the fiscal year 


Share of Total Net Corporate Income Tax Revenues 


per cent 
60 


Last four months of the fiscal year 


30 
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@ Corporations are required to remit monthly tax instalments based on either their 
actual liabilities in their previous taxation year, or an estimate of their tax liability 
for the current year. Usually, the instalment payments are “the lesser of.” However, 
corporations are required to file their final tax payments after the end of their taxation 
year. To the extent that their profits exceed the estimate used to calculate their 
monthly remittances, corporations may be required to make large settlement 
payments when they file their final tax payments. 


M@ Corporations with a taxation year ending October 31 (on average accounting for 
9 per cent of federal corporate income tax revenues) and December 31 (on average 
accounting for 52 per cent of federal corporate income tax revenues) are required 
to file their final tax returns by the end of December and the end of February/early 
March, respectively. The end result of this process is that corporate income tax 
revenues tend to be back-loaded to the end of the fiscal year. Indeed, up to 
56 per cent of total corporate income tax revenues can be received in the last 
four months (December to March) of the Government’s fiscal year, and up to 
48 per cent in the last three months (January to March). 


@ The amount received in the final months is quite volatile, making it hard to gauge 
the implications of the results from earlier months. 
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Data revisions can complicate fiscal projections 


Nominal GDP Revisions 


per cent difference between current level and initial May release 
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Source: Statistics Canada. 


M@ Periodic revisions can complicate fiscal projections. The problem data revisions create 
is that forecasters, both economic and fiscal, may not have an accurate reading of 
recent economic activity at the time they make their forecasts. 


m@ To incorporate the most recent information and methodologies, Statistics Canada must 
periodically revise its data. Each year, with the May release of the National Accounts, 
Statistics Canada makes revisions to data from the previous four years. In the case of 
methodological changes, revisions can go back even further. 


@ Once all the revisions have been incorporated, the final figure often deviates from 
the value reported in the initial release. For example, the current figure for nominal 
GDP in 1996 is almost 5 per cent higher than the figure originally reported in 
May 1997. Revisions to more recent years have been more modest, but the 
four-year revision period for them has not yet elapsed. 


@ Since GDP is being revised, so are its various components. Corporate profits, 
for example, are subject to particularly large revisions. This matters for in-year 
estimates because the underlying tax bases are part of the information used to make 
fiscal projections; using an inaccurate level for a particular tax base will lead to 
inaccurate projections. 
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Conclusion and Implications 


@ The Government remains committed to maintaining balanced budgets or better 
each and every year. 


@ The risks and uncertainties involved in making fiscal projections underscore the 
need for a prudent approach to fiscal planning. Although it is possible to provide 
an assessment of where the risks and uncertainties lie, it is impossible to predict ahead 
of time how large the risks really are and to surmise the extent of their consequences. 


M Remaining out of deficit year after year requires careful analysis of the risks 
and uncertainties in the fiscal projections. 


m@ In order to attain its objective of balanced budgets or better, the Government has 
committed to continue its practice of including a $3-billion Contingency Reserve 
and to set aside amounts for economic prudence, starting at $1 billion in 2005-06 
and rising to $4 billion in 2009-10. 
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Introduction 


The Government of Canada provides annual reconciliations between its fiscal forecasts 
and final outcomes in the Annual Financial Report of the Government of Canada and in the 
budget documents. However, in a review of the Government’s forecasting accuracy, ! 
Dr. Tim O’Neill recommended that the Government provide a longer-term perspective 


on its fiscal-forecasting record. This annex provides a perspective on the Government’s 
fiscal-forecasting record from 1994—95 to 2004-05. 


Specifically, for this period it compares the fiscal estimate for the upcoming fiscal year, 
as well as the updated in-year estimate, to the final outcome as published in the Annual 
Financial Report of the Government of Canada for that year. The estimate for the upcoming 
fiscal year is traditionally provided in the budget tabled just before the beginning of that 
fiscal year, while the updated in-year estimate is provided in the budget tabled near the 
end of that fiscal year. As there were only four fall Economic and Fiscal Updates (in 1999, 
2002, 2003 and 2004), these are excluded from the summary analysis in this annex. A 
detailed evolution of the fiscal forecasts over the period 1994-95 to 2004-05 by fiscal year 
is provided in Perspective: Long-Term Track Record of Fiscal Forecasting—Details on Differences 
by Fiscal Year, which is available on the Department of Finance Canada website at 
www.fin.gc.ca. 


1 Review of Canadian Federal Fiscal Forecasting: Processes and Systems, Dr. Tim O’Neill (June 2005). 
This annex is based on the analysis in Dr. O’Neill’s report. Some adjustments were made to the data to present 
original forecasts and reported outcomes on a similar basis. However, the overall results are similar to those in 
Dr. O’Neill’s report. 
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The Federal Fiscal-Forecasting Process 


Since 1994, the economic forecasts used in the budget have been based on the average of 
private sector economic forecasts. About 20 forecasters are surveyed following the release 
of the quarterly National Income and Expenditure Accounts by Statistics Canada. The 
average of the forecasts for a number of key economic variables is used to derive the fiscal 
projections by major component on a National Accounts basis of accounting, consistent 
with the accounting framework used by Statistics Canada. These projections are then 
converted to a Public Accounts basis. 


On a historical basis, Statistics Canada provides the Department of Finance Canada 
with reconciliations between its estimates and the fiscal results presented in the Public 
Accounts of Canada and the monthly Fiscal Monitor. For the current fiscal year and 
outer years, the conversion is done by the Department of Finance. In most cases, 
the adjustments are relatively straightforward, reflecting conceptual and classification 
differences. However, for the current fiscal year, adjustments are required to take into 
account more current information provided in the monthly Fiscal Monitor. A description 
of these adjustments can be found in the Economic and Fiscal Update for 2004 and 2005. 


The forecast of the budgetary balance is developed on a bottom-up basis. Individual 
components of budgetary revenues are based on their applicable tax bases and tax rates. 
For example, personal income tax revenues are based on the forecast of taxable income, 
deductions and exemptions, and the applicable tax rates at different levels of income, based 
on the Income Tax Act’s definition of taxable income. Budgetary revenues are sensitive 
to changes in the composition of income, lags in the receipt of data and cyclical factors. 

As a result, current economic assumptions may not be fully reflective of the fiscal 
outcome. In fact, it has been argued that current budgetary results, especially those for 
budgetary revenues, are the best contemporaneous and leading indicator of the economy 
rather than the other way around. 


For program spending/expenses, some components are driven by economic 
assumptions (employment insurance benefits), demographics (elderly benefits) and 
legislation (the various federal transfers in support of health and other social programs and 
equalization). Direct program spending/expenses, which include the operating costs of 
the federal government, are based on the Main Estimates (tabled by the President of the 
Treasury Board), adjusted to include the impact of announced policy initiatives not 
included in the Estimates. Adjustments are also made to include provisions for liabilities 
that the Government may incur during the course of the year, such as the costs associated 
with employee contract settlements, other employee benefits, court decisions, natural 
disasters, and changes in environmental and Aboriginal liabilities, among others. As 
departments cannot overspend their appropriations, they usually commit less than what 
they were appropriated. An estimate of this “lapse” in appropriations is also included in 
the forecasts based primarily on historical experience. Although these adjustments are 
reviewed throughout the year, lack of current information requires professional judgment 
in determining the estimated amounts. Public debt charges are based on the outstanding 
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stock of interest-bearing debt, the rollover of this debt and forecast interest rates. In 
deriving these individual estimates, consideration is given to risks based on historical 
experience and current developments. 


The final outcome for the previous fiscal year (which normally becomes available in 
late September/early October of the current fiscal year) provides important information on 
the effective tax rates for the various revenue components, the lapse and adjustments to 
liabilities. In addition, with the release of the first quarter National Income and 
Expenditure Accounts in late May, Statistics Canada also publishes revised estimates of 
economic growth and its components for previous years. The final budgetary outcome for 
the previous fiscal year, coupled with the revised economic data, forms the new basis for 
the current-year estimates, often resulting in a reassessment of average effective tax rates, 
lapses and provisions for liabilities. This information, combined with current monthly 
financial results (usually the financial results to the end of August or September), often 
results in significant adjustments to the individual components of the budgetary balance 
and the bottom-line number itself. 


The fiscal forecast for the current fiscal year is updated in the budget presented near 
the end of the fiscal year, primarily reflecting current monthly developments to the end of 
December. Although this update usually occurs in February—a month before the end of 
the fiscal year—there are still significant developments in the final quarter of the fiscal 
year, as well as accrual accounting adjustments after March 31, that could have significant 
impacts on the final outcome. For further details on these adjustments, see Annex 1. 


Over the period under review, the sensitivity of the budgetary balances to economic 
developments has nearly doubled. In the 1994 budget, a 1-per-cent increase in nominal 
income was estimated to improve the budgetary balance by $1.3 billion in the first year. In 
the February 2005 budget, the same change to nominal income was estimated to improve 
the budgetary balance by $2.5 billion, reflecting the growth in the economy over this time 
period. In contrast, the sensitivity to interest rate changes has been dampened since the 
Government has lengthened the term to maturity of its market debt. In the 1994 budget, 

a 100-basis-point reduction in all interest rates improved the budgetary balance by 
$1.7 billion in the first year. In the 2005 budget, this was reduced to $1.0 billion. 
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The Track Record: 1994-95 to 2004-05—Comparison 
of the First Estimate to the Final Outcome 


Table 1 compares the first estimate of the budgetary balance as contained in the budget 
immediately preceding the fiscal year to the final audited results as originally published. 


The first estimate was underestimated by an average of $5.6 billion over the 1994-95 
to 2004—05 period. In four years (1996-97, 1997-98, 1999-00, and 2000-01), the 
difference was substantially above the average. Excluding these years, the average 
difference was just $1.3 billion. In 2 of the 11 years under review, the final outcome was 
lower than the first estimate. 


Table 1 

Evolution of Fiscal Forecasts: First Estimate to Outcome 

Fiscal First 

year estimate Outcome! Difference 
(billions of dollars) 

1994-95 -39.7 -37.5 22 

1995-96 -30.2 -28.6 te 

1996-97 -21.8 -8.9 12.9 

1997-98 -14.0 3.5 17.5 

1998-99 3:0 2.9 -0.1 

1999-00 8:0 12:3 9.3 

2000-01 4.0 ae (omy 

2001-02 8.3 8.9 0.6 

2002-032 5.0 7.0 20 

2003-04 4.0 9.4 oo 

2004-05 4.0 eG -2.4 

Average difference 5.6 


1 As originally published in the Annual Financial Report or the Government of Canada. 


2 For 2002-08, the first estimate was presented on a modified accrual basis of accounting while the final outcome was presented 
on a full accrual basis. The first estimate was adjusted to a full accrual basis, using the accrual estimates presented in the final 
budget estimate. 


However, these estimates are not presented on a comparable basis. During the course 
of the fiscal year, initiatives were announced when it became clear that the budgetary 
balance would be better than estimated. This has been part of the prudent approach to 
budget planning: the Government has stated that it would only undertake new initiatives 
if it was certain it had the resources to do so. As such, funds were released during the 
course of the fiscal year when it became apparent that the outcome would be better than 
expected. These new initiatives were subject to the normal parliamentary approval 
process before any payment could be made. 
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Table 2 adjusts the first estimate and final outcome to adjust for the fiscal cost of policy 
initiatives made during the course of the fiscal year, as well as the impact of accounting 
and technical adjustments that were not anticipated at the time of the first budget estimate. 
On this basis, the first estimate was underestimated by an average of $10.2 billion over 
the 1994-95 to 2004-05 period. Just over half of this difference was attributable to 
budgetary revenues coming in higher than expected, with lower-than-expected program 
spending/expenses accounting for about one-third of the difference and the remainder due 
to lower-than-expected public debt charges. 


Table 2 
Evolution of Fiscal Forecasts: First Estimate to Outcome 
Adjusted for In-Year Policy Decisions/Technical Adjustments 


Sources of difference? 


Program Public 
Fiscal First spending/ debt 
year estimate Outcome! Difference Revenues expenses charges 

(billions of dollars) 

1994-95 -39.7 ~37.5 Zee -0.6 3.8 -1.0 
1995-96 -30.2 -28.6 ier -2.9 2.0 26 
1996-97 -21.8 -10.6 aia PAS) 56 2.8 
1997-98 -14.0 6.8 20.8 14.9 3.3 2.6 
1998-99 3.0 8.6 5,9 5.0 -1.5 21 
1999-00 3.0 bef) 15:6 9.4 5:2 0.9 
2000-01 4.0 22.4 18.4 18.2 0.3 -0.1 
2001-02 8.3 27 4.4 ~ -1.6 eve 4.0 
2002-03° 3.0 13.0 10.1 1.0 8.7 0.6 
2003-04 4.0 13.8 9.8 Le 6.4 1.8 
2004-05 4.0 16.3 12.3 ili 0.1 io 
Average difference 10.2 5.3 3.3 1:6 


Note: Totals may not add due to rounding. 


1 As originally published in the Annual Financial Report of the Government of Canada, adjusted for policy initiatives. 
2 A positive number implies an improvement in the fiscal balance. A negative number implies a deterioration in the fiscal balance. 


3 The first estimate was presented on a modified accrual basis of accounting while the final outcome was on a full accrual basis. 
The first estimate was adjusted to a full accrual basis using the accrual estimates presented in the 2003 budget. 


Table 3 shows the differences between the first estimate and the final outcome for the 
various components of revenues and spending/expenses. In 4 of the 11 years (1997-98, 
1999-2000, 2000-01 and 2004—05), budgetary revenues were underestimated by an 
average of $4.9 billion, accounting for over 90 per cent of the difference in revenues and 
nearly 50 per cent of the difference in the budgetary balance. The differences in these 
years can largely be explained by changes in the economic forecasts and better-than- 
expected fiscal outcomes in the previous year—which were not known at the time the 
first estimate was made. In the other years, differences among the revenue components 
were largely offsetting, with underestimates in four years and overestimates in three. 
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With the exception of 1998-99 and 2004—05, program spending/expenses were 
overestimated in each year. Lower-than-forecast employment insurance benefits and direct 
program spending/expenses explain most of the difference in program spending/expenses. 
The difference in employment insurance benefits primarily reflected an assumption with 
respect to the relationship between the forecast number of unemployed and the resulting 
number of beneficiaries. Assumptions with respect to the lapse in departmental 
appropriations and provisions for liabilities explain most of the difference in direct 
program spending/expenses. Large prior-year adjustments to equalization entitlements 
were a major factor in explaining the overall differences in program spending/expenses in 
3 of the 11 years. The differences in public debt charges can largely be explained by 
changes in the interest rate forecasts. 


The Track Record: 1994-95 to 2004-05—Comparison 
of the Final Budget Estimate to the Final Outcome 


This section compares the estimate in the budget tabled just before the end of the fiscal 
year to the final outcome as published in the Annual Financial Report. The comparison is 
on an adjusted basis, excluding the impact of policy initiatives and accounting/technical 
changes that occurred after the budget was tabled. In 4 of the 11 years, policy initiatives or 
accounting/technical adjustments were made after the budget was tabled. In 1997-98, 
there was a change in accounting for commitments to international financial institutions; 
in 2000-01 and 2001-02, there were changes to the costs of previously announced budget 
measures; and in 2004—05, additional support was provided to farmers and there was a 
change in accounting for the recognition of the liability with respect to the Offshore 
Revenues Accords. 


On an adjusted basis, the fiscal balance was underestimated by an average of 
$4.6 billion over the 1994-95 to 2004-05 period, with both higher-than-expected 
revenues and lower-than-expected program spending/expenses contributing about equally 
to the difference (Table 4). As a result, about half of the difference between the first 
estimate and the final outcome occurred after the final budget estimate. This underscores 
the difficulties highlighted in Annex 1, especially with respect to lags in information. 
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Table 4 


Evolution of Fiscal Forecasts: Final Estimate to Outcome 
Adjusted for In-Year Policy Decisions/Technical Adjustments 


Sources of difference? 


Program Public 
Fiscal Final spending/ debt 
year estimate Outcome! Difference expenses charges 

(billions of dollars) 

1994-95 -37.9 -37.5 0:5 22 0.0 
1995-96 -30.2 -28.6 1G AS 0.1 
1996-97 -19.0 -8.9 10.0 4.8 OS 
1997-98 0.0 5.0 Sal -1.1 0.6 
1998-99 3.0 2.9 -0.1 Our 0.0 
1999-00 3.0 12.3 9.3 Sal -0.1 
2000-012 ais) 17.3 5.4 OD 0.1 
2001-024 15 (oP 5.8 4.5 135 
2002-03 3.0 (48 4.1 5.0 -0.4 
2003-04 1.9 9.1 Toe Zan 0.0 
2004-05 3.0 570 2,3 -0.9 0.6 
Average difference 4.6 2:1 0.3 


Note: Totals may not add due to rounding. 


1 As originally published in the Annual Financial Report of the Government of Canada, adjusted for policy initiatives. 


2 A positive number implies an improvement in the fiscal balance. A negative number implies a deterioration in the fiscal balance. 
3 Final estimate for 2000-01 is from the Economic Statement and Budget Update (October 18, 2000). 
4 Final estimate for 2001-02 is from the December 2001 budget. 
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Table 5 shows the differences between the final budget estimate and the final 
outcome, on an adjusted basis, for the various components of revenues and 
spending/expenses. Budgetary revenues were overestimated in five years and 
underestimated in six years. However, the differences in those years in which budgetary 
revenues were underestimated were considerably larger than when overestimates occurred. 
The differences among the revenue components are largely random, with the possible 
exception of other revenues, which were underestimated in 9 of the 11 years. 


Direct program spending/expenses account for nearly three-quarters of the 
overestimates in total program spending/expenses. In only two years was this component 
underestimated. The differences in direct program spending/expenses are largely due 
to difficulties in estimating the lapse in departmental appropriation and provisions for 
liabilities incurred during the year. In contrast, the differences in public debt charges 
were relatively small, with the exception of 2001-02. 


| Update 


isca 


d Fi 


The Economic an 


188 


‘Bulpunol 0} anp ppe jou Aew sjejo| :a]0N 


SG CL I'v ome vs 66 L'O- L's ove) Pet G0 eouejeq AueyaBpng uo joedu! jon 
9°0- 00 LO Gis 0- LO 00 9'0- G’'O- Gr 00 sebeyo yqep o11GqNd 
60 EG 0'S- Gr- S’'0- LS- 150: Pep 8'r- ae GE sesuedxe/Bulpueds weiboid je}0 1 
on! 6'L- oc Le 8'0- Le 9'0- 6 Ey Ee Ont. sesuedxe/Bulpueds wesboid Jooig 
00 £0: ZO €0- L'O- 00 LO 00 00 SuueIBO1d Bulpue}s 
JO} SJUBWARY SAITCUSY 
20 9°0 Wage GO- 9°0 CO. (ox) G0 LO 9°0- 8'0- sjuewebuewe |e0s!4 
00 00 0'0 00 070 Moe 00 LO Mo: LO ZO suueJ6oud jeloos 48yjO 
pue yyyeey JO} UOddns jesepe4 
G'0- v'0- S'0- v'0- GO: v'0- Giz oO: Ls0- 00 S'0- SJyoueq eoUeINSU! JUEUAO|dWy 
ole L'O- 05 LO 00 LO (ox) 00 0'0 CO LO- syyaueg Avep|a 
sesuedxe/Bulpueds wesboig 
97¢ me) 6'0- rAl Os 67 Lg 8'0- Q°G LY S'0- yell senuenes Ayeyabpngq je}0 1 
eu et QI} Gile ay ee v0 a0) ay 20- Ao) SONUBAB JBYIO 
a0) v0 7 O- ZO 00 L'O- ZO LO ZO 0'0 00 SuuNILUe4d eouUeINsU! JUBA 
00 ZO 0 ZO 60 LO 00 er rae) 00 c O- Sdl}NP PUB SExe} BsiOxy 
G’'0- 9°0 v'0- 8'0- 80 20 me) 0; Gt 8'0- ZO XB} S8DIMES PUB SPOO4 
00 0: v0 LO 80 ZO 00 9°0 Z0 é0 00 XE} SLWOOU! JOUIO 
GL GL €'0 oR €'0- 20 v'0- ors raat Qh a ee XB} SWWOOU! aye1OdIOD 
70 vb Gc- Ge 60 6S Gils ve 00 eae G'0- XB} SLUODU! JEUOSI8q 
sonusne Aueyaipng 
(S4e||OP $O SUOII|Iq) 
SO0¢ vOOd €00¢6 COO? LOO? 0002 6661 8661 2661 9661 S661 
—v00c —€00¢ —G00¢ —L00¢ —000¢ —6661 —8661 ZOO —9661 —S661 —v66 1 


9UWI09}NOC 0} 9}eUWII}SW JeUl4 
:jusUOdWIOND Aq sdUdIBYIG }Se99104 BOUL|eg Jospng pajysn{py-Ad1}0q 
G 9/9e] 


Annex 3 


National Accounts—Public Accounts 
Reconciliation 
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Highlights 


This annex provides detailed information on 
the translation of the five-year fiscal projections 
provided by the private sector forecasters from 
a National Accounts basis to a Public 

Accounts basis. 


The National Accounts and the Public Accounts 
are the two key accounting frameworks that 
provide measures of the Government of Canada’s 
revenues, expenses and budgetary balance. 


Differences in the measures of the government 
sector arise because the two accounting 
frameworks are designed for different purposes 
and because of timing factors related to the 
receipt of data. 


The Public Accounts of Canada provide detailed 
information to Parliament on the Government’s 
financial position, as required under the Financial 
Administration Act, in accordance with accounting 
policies that are generally consistent with the 
standards set out by the Public Sector Accounting 
Board of the Canadian Institute of Chartered 
Accountants. The Public Accounts are audited by 
the Auditor General of Canada. Since 2002-03 
the Public Accounts have been presented on a 
full accrual basis of accounting. Therefore 
revenues are recognized when they are earned 
and expenses when they are incurred. 


The System of National Accounts provides an 
integrated framework for measuring economic 
activity, including the activities of governments. 

As a result, the National Accounts measure of 
government financial positions provides a 
consistent framework in which comparisons can 
be made between the various levels of government 
in Canada as well as between countries. 
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National Accounts and Public Accounts Budgetary Balance 


National Accounts and Public Accounts Budgetary Balance 


billions of dollars 
National Accounts balance (net lending) 


@ The National Accounts measure of the budgetary balance is net lending. This is 
the difference between total government income (revenues) and outlays (expenses), 
adjusted for the difference between current-period investment in fixed capital and 
depreciation, and for net capital transfers. 


@ Both measures provide important and complementary perspectives on the 
Government’s fiscal position. Although the measures of the budgetary balance 
differ from one year to the next, their trends are broadly similar. 
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Table A3.1 
Average Private Sector Projection of the Budgetary Balance 
(National Accounts Basis) 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(billions of dollars) 


Income and outlay account 


Income 21 tet 2206 23inl 246.8 254.6 264.7 276.4 

Outlays 209.0 216.4 220%2 228.0 236.2 245.9 254.2 

Savings 2.4 A ee tO 18.8 18.4 18.9 ee 
Capital account 

Capital cost allowance 3.6 3.6 Sr ar 3.9 4.4 4.8 

Net transfers of capital 0.3 -0.1 -0.7 -1.2 -1.3 -1.2 -1.5 

Capital formation -3.6 -3.7 -3.7 -4:3 -6.3 -7.6 -7.6 

Total 0.3 -0.1 -0.8 -1.8 -3.7 -4.4 -4.3 
Net lending ZO cs Be 16.2 ATO 14.7 14.4 17.9 
Reference 

Budgetary balance 

(Public Accounts basis) 1,6 is4 1.0 16.4 Toor 16.5 19.8 


Note: Totals may not add due to rounding. 


M Differences in the National Accounts and Public Accounts frameworks reflect: 


— Differences related to the universe covered by each system. The Public Accounts 
include all departments, agencies, Crown corporations and funds, while the 
government sector in the National Accounts is, in the main, a subset of this 
universe based on ownership, control and funding criteria. 


— Conceptual and definitional differences related to the scope of each system. 
For example, the Public Accounts include revenues related to capital gains, asset 
sales and asset revaluations. The National Accounts record assets at market value 
and changes in the values as they occur, while gains and losses are not recorded 
in income. On a Public Accounts basis, they are recorded at the lower of the book 
or market value, and changes are recorded as income. 


— Timing differences related to the recording of various revenues and expenses. 
For example, in the Public Accounts, liabilities for payments to arm’s-length 
organizations, such as foundations and trusts, are recorded in the year in which 
these are incurred. In the National Accounts, no obligation is recorded until 
the payments are made to the ultimate recipient. 


@ Other adjustments are due to the fact that the latest National Accounts estimates 
do not reflect the final year-end fiscal numbers found in the 2005 Public Accounts 
of Canada. Those adjustments include a seasonal factor, the net change in accounts 
receivable, write-offs and prior-year adjustments. 


@ The following pages outline the adjustments required to translate each of the major 
revenue and expense components from average private sector projections on a 
National Accounts basis to a Public Accounts basis. 


194 


The Economic and Fiscal Update 


Table A3.2 


Average Private Sector Projection of Budgetary Revenues 


(National Accounts Basis) . 


Actual 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


Personal income tax 

Corporate income tax 
Non-resident income tax 
Employment insurance premiums 
Goods and service tax 

Customs import duties 

Motive fuel taxes 

Other excise taxes and duties 
Other non-tax revenues! 


Total 
Reference 


Budgetary revenues 
(Public Accounts basis) 


(millions of dollars) 


96,207 105,005 110,890 116,950 122,185: 127,820) »135,270 
82,108 2 65,770") S740). 83,835. 38,070" 38 S25arso240 
4,733 5,055 5,315 D,079 5,845 6,120 6,370 
17,426, T6400 16,675, 17,015 - 17,000... 18180 le.or0 
34,1385 36,245 37,510 38,905 40,650 42,500 44,595 
3,010 3,350 3,535 3,695 3,775 3,900 3,905 
4,812 5,225 5,330 5,485 5,655 5,795 5,925 
5,761 5,690 5,/65 5,885 6,035 6,205 6,400 
13,262 13,660 14,195 14,450 14,790 15,3805 ~ 15,805 


211,449 227,640 237,145 246,800 254,565 264,750 276,375 


198,420 207,645 217,355 226,755 234,080 248,645 254,625 


Note: Totals may not add due to rounding. 


1 |Includes revenues from Crown corporations, sales of goods and services, foreign exchange revenues, investment income, 
transfers from persons and transfers from other levels of government. 


@ The National Accounts provide a breakdown of revenue similar to that found in the 
Public Accounts. In translating these revenue projections to a Public Accounts basis, 
a number of adjustments are required. These include adjustments to reflect: 


— More up-to-date data for the current year on a Public Accounts basis, as reported 


in The Fiscal Monitor. 


— Reclassification of a number of expenditure components in the National Accounts, 
which are netted against revenues in the Public Accounts, such as the Canada 
Child Lax. Benefit (CCTB)-and thecoodsand senvices tax (Gs I )-credit. 


— Differences in the definition of the government sector in the two 


accounting systems. 


— Inclusion of certain revenues in the Public Accounts that are not accounted for 
in the National Accounts, such as revenues from asset sales and the impact of 
revaluations of financial assets, as well as some payables and receivables. 


M The following sections provide a detailed account of these adjustments for each 


maj or revenue component. 
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Translation of National Accounts Into Public Accounts 


Table A3.3 
Average Private Sector Projection of Personal Income Tax Revenues 
Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(millions of dollars) 
Average private sector— . 
National Accounts 96,207 105,005 110,690" 116,950" 1224185. 127,820 135,270 
Reclassifications 
CCTB -8,746 -9,290 -9,670 -9,850 -9,980 -10,110 -10,240 
Trust income and other 
income tax 1,259 1,245 1;815 1,385 1,445 S15 1,600 
Interest and penalties -1,/22 -1,880 -1,985 -2,095 -2,185 -2,290 -2,420 
OAS Income-tested repayments  -745 -775 -825 -865 -905 -945 -985 
Non-resident tax -237 -260 =e io -290 -300 -315 “300 
GST employer rebate Hes 120 130 135 140 150 155 
Refundable tax credits -93 -115 -125 -130 -145 -165 -180 
Year-to-date collections experience O -2,000 -2,110 -2,230 2829 -2,435 -2,575 
Other 3,798 4,145 ASSO 4,595 4,805 5,040 5,240 
Net adjustments -6,374 -8,810 -9,190 -9,340 -9,450 -9,555 -9,735 
Average private sector— 
Public Accounts 6y,000. 3I6,t95) T01,700" 107,610 FIZ 7SO 1183265 125,535 


Note: Totals may not add due to rounding. 


@ Various reclassifications are required to translate the National Accounts projection 
of personal income tax revenues to the accrual Public Accounts projection. The most 
significant is to deduct the value of the CCTB from National Accounts revenues. 
In the Public Accounts, personal income tax revenues are piesented netof the CCTB, 
while in the National Accounts, the CCTB is classified as part of outlays. 


@ Other reclassifications involved in moving to the Public Accounts definition of 


personal income tax revenues include: 


— Adding tax revenues related to trust income. 


— Deducting interest and penalties collected on taxes owing and in dispute, as these 


are counted in non-tax revenues in the Public Accounts. 


— Deducting Old Age Security (OAS) benefit repayments, which are netted against 


OAS benefits in the Public Accounts. 


— Deducting the non-resident withholding tax imposed on persons, which is shown 


as a separate revenue component in the Public Accounts. 


— Adding the GST employer rebate, which is not included in the National Accounts. 


— Deducting the personal refundable tax credits. 
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m@ These adjustments are generally assumed to grow in line with the average private 
sector projection of growth in National Accounts personal income tax revenues over 
the planning period. 


m An adjustment is made to reflect the most recent year-to-date collections experience. 
The private sector National Accounts estimates are based on fiscal data available as of 
June 2005, which report that personal income tax revenues grew by nearly 12 per cent 
year-over-year in the second quarter of 2005—about twice the rate of the estimated 
srowth in wages and salaries. However, fiscal data through to September 2005, as 
reported in The Fiscal Monitor, indicate year-over-year growth of 8.6 per cent, 
including an average growth rate of only 4.6 per cent in August and September. 

It is expected that the growth in personal income tax revenues over the balance 

of the fiscal year will moderate and be more in line with its tax base. As a result, the 
private sector National Accounts projections were lowered by $2.0 billion in 2005-06, 
bringing the increase in personal income tax revenues to about 7 per cent for 2005-06 
as a whole. In future years, this adjustment is assumed to grow in line with personal 
income tax revenues on a National Accounts basis. 
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Translation of National Accounts Into Public Accounts 


Table A3.4 
Average Private Sector Projection of Corporate Income Tax Revenues 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 32,103 35,770 37,940 38,835 38,070 38925 39,240 
Reclassifications 
Interest and penalties -481 -30 -30 -30 -30 -30 -30 
Refundable tax credits -801 -895 -945 -970 -950 -970 -980 
Other -865 -1,070 -1,1385 -1,165 -1,140 -1,165 =1,175 
Net adjustments -2,147 -1,990 -2,115 -2,165 -2,120 -2,170 -2,185 


Average private sector— 
Public Accounts 29,956 33,780 35,825 36,675 35,950 36,760 37,050 


Note: Totals may not add due to rounding. 


M@ The main reclassifications involved in translating the private sector average 
corporate income tax revenue projections from a National Accounts to a 
Public Accounts basis are: 


— The deduction of the corporate refundable tax credits (for example, for scientific 
research and experimental development), which are netted against revenues in 
the Public Accounts. 


— The removal of interest and penalties, which are reported as other non-tax 
revenues in the Public Accounts. 


m@ These adjustments are projected to grow in line with the growth in corporate 
income tax collections over the planning period. 


@ Remaining adjustments reflect the fact that corporate tax liabilities in the 
National Accounts are based on a quarterly survey of corporations, while 
in the Public Accounts they are based on assessed corporate income tax. 
The 2004-05 adjustment is projected to grow in line with National Accounts 
corporate income tax revenues over the planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.5 
Average Private Sector Projection of Non-Resident Withholding Tax 
and Other Income Tax 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts AM GO Sy O}aye) Orolo S\toyViS 5,845 6,120 6,370 
Reclassifications 
Trust income and 
other income tax -1,259 -1,245 = Bis -1,385 -1,445 = fons -1,600 
Non-resident tax Zoe 260 PES) 290 300 SHS SSS 
Other -151 -140 -150 -155 -165 -170 -180 
Net adjustments -1,173 =e -1,190 -1,255 -1,310 -1,370 -1,445 


Average private sector— 
Public Accounts 3,560 3,930 4,125 4,320 4,535 4,750 4,920 


Note: Totals may not add due to rounding. 


@ The main adjustment involved in translating the non-resident withholding tax from 
a National Accounts to a Public Accounts basis is the removal of tax on trust income 
and the addition of non-resident tax. The former is included in personal income tax 
revenues in the Public Accounts, while the latter is included in personal income tax 
revenues in the National Accounts. Tax on trust income and other income tax are 
projected to grow in line with National Accounts personal income tax revenues. 


mM The other adjustment required to move from a National Accounts to a Public 
Accounts basis is to replace Statistics Canada’s accrual adjustment related to the 
timing of receipts with the assessment-based accrual estimates contained in the 
Public Accounts. 
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Translation of National Accounts Into Public Accounts 


Table A3.6 
Average Private Sector Projection of Goods and Services Tax Revenues 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 34,135 36,245 37,510 38,905 40,650 42,500 44,595 
Reclassifications 
GST credit -3,384 -3,440 SG hell ke) -3,585 -3,675 -3,765 -3,845 
GST employer rebate -112 -120 -130 -135 -140 -150 -155 
Other -881 =1,155 -1,195 -1,240 -1,300 -1,360 -1,430 
Net Adjustments -4,377 -4,715 -4,840 -4,960 -5,115 -5,270 -5,430 


Average private sector— 
Public Accounts 29,1009 4 Ol O50). O2;070 83,9045, 635,535 37,280 89,165 


Note: Totals may not add due to rounding. 


m@ The key adjustment required to translate GST revenues from a National Accounts 
to a Public Accounts basis is the removal of the GST credit from National Accounts 
revenues. The National Accounts report the GST credit as part of outlays, while 
the budgetary presentation in the Public Accounts is net of the credit. 


m A second reclassification is made to remove the GST employer rebate from the 
National Accounts. The GST employer rebate arises when employers claim a 
GST/HST (harmonized sales tax) deduction on automobiles they buy or lease 
for an employee’s business use. The employee then pays personal income tax 
on this taxable benefit. The budgetary presentation in the Public Accounts is 
net of the rebate. The GST employer rebate is projected to grow in line with 
National Accounts personal income tax revenues. 


M Statistics Canada calculates its estimate of GST on taxable expenditures, which the 
private sector forecasters then grow in line with their forecasts of the applicable tax 
base. The Public Accounts accrual estimate is based on assessed receipts, rebates and 
refunds. This adjustment factor is projected to grow in line with the private sector 
forecast of National Accounts GST revenues over the planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.7 
Average Private Sector Projection of Customs Import Duties 


Actual 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 3,010 3,350 3,535 3,695 3,775 3,900 3,905 
Year-to-date collections experience O -170 -180 -185 -190 -195 -200 
Other 81 90 95 100 100 105 105 
Net adjustments 81 -80 -85 -90 -90 -95 -95 


Average private sector— 


Public Accounts 3,091 3,270 3,450 3,610 3,685 3,805 3,815 


Note: Totals may not add due to rounding. 


m@ ‘The estimates of customs import duties are very similar under the two accounting 
systems. An adjustment is included to reflect the most recent year-to-date collections 
experience. The National Accounts estimates are based on fiscal data available as of 
June 2005, while the Public Accounts projections reflect data as of September 2005 
as reported in The Fiscal Monitor. In the National Accounts second-quarter 2005 data, 
customs import duties grew by nearly 11 per cent on a year-over-year basis. However 
through September 2005, customs import duties on a Public Accounts basis were up 
only 6.5 per cent from September of last year. The National Accounts projections 
were decreased by $170 million in 2005-06 to bring the growth in customs import 
duties in line with recent growth rates, which are also more consistent with 
consumption growth. In future years, this adjustment is assumed to grow in line with 
the average private sector projection of growth in National Accounts customs import 
duties. 


m@ The other adjustment required to move from a National Accounts to a 
Public Accounts basis is to replace Statistics Canada’s accrual adjustment related 
to the timing of receipts with the assessment-based accrual estimates contained in 
the Public Accounts. This adjustment factor is projected to grow in line with 
National Accounts customs import duties over the planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.8 
Average Private Sector Projection of Motive Fuel Taxes 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 4,812 5,225 5,330 5,485 5,655 5,795 5,925 
Year-to-date collections experience O -315 -320 -330 -340 -350 -355 
Other 242 270 2/9 285 295 300 310 
Net adjustments 242 -40 -40 -45 -45 -45 -45 


Average private sector— 
Public Accounts 5,054 5,180 5,290 5,445 5,610 5,745 5,880 


Note: Totals may not add due to rounding. 


@ ‘Translating motive fuel taxes from a National Accounts to a Public Accounts basis 
includes an adjustment for the year-to-date collections experience to reflect the most 
up-to-date information available. The National Accounts estimates are based on fiscal 
data available as of June 2005, while the Public Accounts projections reflect data as 
of September 2005 as reported in The Fiscal Monitor. In the National Accounts 
second-quarter 2005 data, motive fuel taxes grew by about 9 per cent on a year- 
over-year basis. However, this strong growth largely reflects a change by the Canada 
Revenue Agency in the methodology used to allocate total excise taxes and duties 
in 2005-06, but which was not applied to the 2004-05 data. As a result, the private 
sector National Accounts projections were decreased by $315 million in 2005-06 
to bring the annual growth to 2.5 per cent, in line with the expected increase in fuel 
consumption. In future years, this adjustment is assumed to grow in line with motive 
fuel tax revenues. 


@ The other adjustment is largely due to the difference between the accrual adjustments 
in the National Accounts, which reflect the timing of receipts, and those in the 
Public Accounts, which reflect underlying taxes assessed. This adjustment factor is 
projected to grow in line with National Accounts motive fuel tax revenues over 
the planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.9 
Average Private Sector Projection of Other Excise Taxes and Duties 
Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(millions of dollars) 
Average private sector— 
National Accounts 5,761 5,690 5,765 5,885 6,035 6,205 6,400 
Reclassifications 
Other indirect taxes -334 -330 -340 -350 -360 -375 -385 
Other -473 -455 -485 -650 -635 -730 -845 
Net adjustments -807 -785 -825 -900 -995 -1,/05  -1,230 
Average private sector— 
Public Accounts 4,954 4,905 4,940 4,985 5,040 5,105 age 


Note: Totals may not add due to rounding. 


M Other excise taxes and duties principally include taxes and duties on alcohol and 
tobacco products. There are two main adjustments involved in translating other 
excise taxes and duties from a National Accounts to a Public Accounts basis. 


@ The first involves the reclassification of certain miscellaneous revenues that in the 
Public Accounts are recorded as non-tax revenues. 


M The second adjustment is due to the difference between the National Accounts 
accrual adjustment, reflecting the timing of receipts, and the Public Accounts accrual 
adjustment, reflecting underlying assessments. 
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Translation of National Accounts Into Public Accounts 


Table A3.10 


Average Private Sector Projection of Employment Insurance Premium Revenues 


Actual 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


Average private sector— 


(millions of dollars) 


National Accounts 17,426 16,040. 1/j0lo “Wjdoo 16,180" “78.370 
Reclassifications 
Federal government as employer -348 -335 -340 -350 -365 -375 
Prior year adjustment 229 O O O 0) O 
Net adjustments -119 -335 -340 -350 -365 -375 


Average private sector— 
Public Accounts 17,307 


18,340. 16,675. . 17,215’ ah4Si1S) 18,490 


Note: Totals may not add due to rounding. 


@ Translating employment insurance (EI) premium revenues from a National Accounts 
to a Public Accounts basis involves removing the premiums paid by the federal 
government as an employer from the National Accounts estimate, as these are netted 
against both revenues and expenses on a Public Accounts basis. In future years, this 
adjustment is assumed to grow in line with EI premium revenues. 


@ The remaining corrections largely reflect prior-year adjustments. These arise because 
the Department of Finance Canada must estimate the share of total deductions at 
source that represent EI revenues over the course of the fiscal year. Only after all tax 
returns have been assessed (usually by December of the year following the tax year in 
question) are EI revenues known with certainty. This adjustment is made in the 
National Accounts with a lag. The adjustment does not carry forward over the 


planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.11 
Average Private Sector Projection of Other Non-Tax Revenues 
Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(millions of dollars) 
Average private sector— 
National Accounts 13,262 ~13,660- a4O5"" “14:450)° (145790) 315.3805. = 15,205 
Reclassifications 
External revenue netted 
against expenditures -3,044 -3,150 -3,210 -3,295 -3,385 -3,465 -3,590 
Crown corporations 2,001 2,295 2,030 ZATS 27325 2240 2,230 
Interest and penalties 2,349 2,190 2,340 2,440 2,000 2,015 2,830 
Petro-Canada 2,002 O O O 0 O 0 
Revaluations and 
net gains/losses -813 =1,325 0 0) O e) O 
Youth Allowance Recovery -605 -645 -695 =(30 -770 -805 -850 
Agencies, funds and foundations -725 -745 sTAs)s) -790 -815 -835 -860 
Other -691 -710 -840 -1,050 -965 -945 -970 
Net adjustments 1,645 -2,090 alte Ae) -955 -1,060 “1135 -1,205 
Average private sector— 
Public Accounts VASO?” SVE S70 Si S-020 a1 S495: W137 308 S14e Ome 4 595 


Note: Totals may not add due to rounding. 


@ Inthe National Accounts, other non-tax revenues consist of revenues from Crown 


corporations, sales of goods and services, foreign exchange revenues, return on 


investments, transfers from persons and transfers from other levels of government. 
The Public Accounts components are considerably different. The key differences 
between the two are highlighted here: 


In the Public Accounts, departmental revenues that are levied for specific services, 
such as contract costs of policing services in provinces, are netted against expenses, 
whereas in the National Accounts they are presented on a gross basis. 


The National Accounts do not include the unremitted profits of enterprise Crown 
corporations in current income, but these are included on a Public Accounts basis. 


Interest and penalties related to overdue taxes must be added as these are included 


in other non-tax revenues in the Public Accounts but are classified with their 


respective revenues in the National Accounts. 


Revenues from the sale of the Government’s remaining shares in Petro-Canada 
are not included in revenues on a National Accounts basis and thus must be 


added in 2004—05. 
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— Revaluations (largely foreign-exchange-related revaluations) and gains and losses 
on asset sales are not included in current income on a National Accounts basis but 
are included on a Public Accounts basis. 


— The Youth Allowance Recovery is deducted from the National Accounts revenues 
as it is presented on a net expense basis in the Public Accounts. 


— Finally, the National Accounts include the interest earnings and sales of a number 
of entities that are not considered part of the Government of Canada for the 
purpose of the Public Accounts, including interest earnings of trusts and 
foundations set up by third parties. 
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Translation of National Accounts Into Public Accounts 


Table A3.12 
Average Private Sector Projection of Federal Government Expenses 
(National Account Basis) 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Federal government expenses 


Goods and services 52/72 84,895. 67,175 ~59405 62615 65.675. ~68,375 
Current transfers 
To persons 
OAS benefits 28,300 29,645 31,020 32,370 33,870 35,470 87,150 
El benefits 13,197 13,220 “TS:690° “T4160 147725 V15.280 “16000 
CCTB 8,746 9,290 9,670 9,850 9,980 10,110 10,240 
GST credit 3,384 3,440 CORKS 8,089 3,675 165 3,845 
Other 12,218 12,725 13,035. 13/410" 13,865 “14,360 “14-880 
To businesses 5,366 5,185 S210 5,020 4,860 4,835 4,850 
To non-residents 4,056 4,120 4,360 4,645 4,940 5.275 5,665 


To other levels of government 
Federal transfer support 
for health and other 


social programs 26,955 25,090 26,295 28135 29,580 31,295 32,850 

Equalization 10,968 _ 1377380 ~11;280 S1675 “120858 "ai25107> b2945 

Other 10,784 12,680 12,045" 12,545 18085 14.340 14,650 

Interest on public debt 32,210.) 32,420" 32,810" FSS 185: 33,005 " "82.065. Be2°840 

Total outlays 209,011 216,440 220,165 227,985 236,185 245.880 254,190 

Reference 

Total expenses 

(Public Accounts basis) 196,794 194,235 202,385 210,390 218,310 227,095 234,810 


Note: Totals may not add due to rounding. 


@ The National Accounts concept of total outlays broadly corresponds to the Public 
Accounts concept of total expenses, including public debt charges. The National 
Accounts include all major transfers to persons, such as OAS and EI benefits, as 
well as other transfers to persons, such as programs supporting research, students, 
Aboriginal peoples and organizations. The National Accounts also include the 
CCTB and the GST credit as transfers to persons. Refundable tax credits to persons 
and businesses are also included in the National Accounts as transfers to persons 
and businesses respectively. 


m@ Transfers to other levels of government include transfers in support of health care, 
equalization, labour training and infrastructure, as well as to universities and 
territorial governments. 
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Translation of National Accounts Into Public Accounts 


Table A3.13 
Average Private Sector Projection of Elderly Benefits 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 20,300) » 29,645 0r31,020' 9432,5/0  33;8/0° 685.470 . 37,150 
Recliassifications 
Payments to non-residents 359 375 380 390 400 410 420 
Income-tested repayments -745 -775 -825 -865 -905 -945 -985 
Total -385 -400 -445 -470 -500 -530 -565 
Other -44 
Net adjustments -429 -400 -445 -475 -505 -535 -565 


Average private sector— 
Public Accounts 27, 0% 2 -29;245, 4 30,075) 5 31,895. 33,365 91:94;935 9. 36,585 


Note: Totals may not add due to rounding 


@ ‘Translating elderly benefits from a National Accounts to a Public Accounts basis 
involves adding OAS payments to non-residents to the National Accounts. In the 
National Accounts, these are treated as transfers to non-residents. 


m@ Amounts repaid due to the income testing of OAS payments for pensioners with 
an individual net income above $60,806 as of October 1 (this amount is indexed 
quarterly), which is done through the tax system at tax-filing time, lowers OAS 
payments reported in the Public Accounts, but not on a National Accounts basis. 
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Translation of National Accounts Into Public Accounts 


Table A3.14 
Average Private Sector Projection of Employment Insurance Benefits 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 13,197 §°13;2209 13,690" = 14/160" °° 141725 15.280) 15-000 
Reclassifications 
Employment benefits and 
support measures subsidies 784 780 780 780 780 780 780 
El transfers to provinces 891 895 895 895 895 895 895 
Total W675 TOTO 1465 1,675 Alera’ Words 1,675 
ERC savings -110 -205 -345 -375 -375 -375 
Other -124 -125 -130 -135 -140 -150 -160 
Net adjustments 1,551 1,440 1,340 1,195 1,160 150 1,140 


Average private sector— 
Public Accounts 14,748 14,660 15,030 15,355 15,885 16,430 17,040 


Note: Totals may not add due to rounding. 


@ Translating EI benefits from a National Accounts to a Public Accounts basis requires 
the following adjustments. 


— The National Accounts estimate includes only those Employment Benefits and 
Support Measures (EBSMs) that the System of National Accounts considers to be 
direct transfers to persons. This amount represents about one-third of total EBSM 
spending. The other two-thirds of the cost of EBSMs, which is included in the 
National Accounts expenditures but not in transfers to persons, must be added, 
as all EBSM spending is included in the Public Accounts estimate of EI benefits. 


— The cost of transfers to provinces funded out of the EI program is included as 
transfers to provinces in the National Accounts, but is included in EI benefits 
in the Public Accounts. 


— The Expenditure Review Committee (ERC) identified savings through 
improved efficiency of the EI program. These savings are subtracted from the 
National Accounts forecasts. The other portion of the ERC savings from the 
EI program applies to the operating sector of the program. 


— The remaining adjustment reflects the fact that repayments are included in the 
National Accounts, while they are excluded from the Public Accounts. The 
adjustment is projected to grow in line with the National Accounts EI benefits 
over the planning period. 
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Translation of National Accounts Into Public Accounts 


Table A3.15 
Average Private Sector Projection of Federal Transfers Support for Health 
and Other Social Programs 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 
National Accounts 26,955: - 25,090, “26295 28,135." 29,530) .,31,295.... 62.850 


Reclassifications 
Alternative Payments for 
Standing Programs 2,745 2,835 2,995 3,165 3,300 3,445 3,625 
Early Learning and Child Care -700 “6008” =|21ou = J,toW “1,100 “1,150 
Total 2,745 2,135 2,345 2,018 2, tom 2,295 2,475 


Accrual adjustments 
Diagnostic and Medical 
Equipment Trust -500 
2003-04 CHST supplement -1,393 
2004 Public Health and 


Immunization Trust -400 

Total -2,293 

Other 424 
Net adjustments 876 2,135 2,345 2015 2,100 2,295 2,475 


Average private sector— 
Public Accounts 2I.O3W J i2ljeco 20,040) 30,100 -61,680- 83,590 35,525 


Note: Totals may not add due to rounding. 


@ In order to move from the National Accounts to the Public Accounts, the following 
adjustments must be made: 


— The National Accounts include Alternative Payments for Standing Programs 
and Early Learning and Child Care transfers, while in the Public Accounts they 
are shown separately in other major transfers to other levels of government. 


— Timing adjustments are required since the National Accounts record the 
expenditures when the payments are actually made to the trust funds, whereas 
the Public Accounts record the liability for these amounts when it 1s incurred. 
These timing differences arise due to payments made for the Diagnostic and 
Medical Equipment Trust, the Canada Health and Social Transfer (CHST) 
supplement and the Public Health and Immunization Trust. 


— Differences may also arise between these series because the latest 
National Accounts do not reflect the final year-end fiscal numbers in the 
2005 Public Accounts of Canada. 
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Translation of National Accounts Into Public Accounts 


Table A3.16 
Average Private Sector Projection of Fiscal Transfers 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 10,963. 13780" eatte280" 1,675 © 12,085. 121510. 210.945 
Reclassifications 
Territorial Formula Financing 1962 2,030 2,070 2,140 2219 PAS | 2319 
Statutory subsidies 32 30 30 30 30 30 30 
Youth Allowance Recovery -604 -645 -695 -735 -770 -805 -845 
Offshore Revenues Accords 2,830 -2,830 
Other payments 477 30 
Total 4,697 =] ooo 1,405 1,485 1,475 To20 1,560 
Accrual adjustments 
Provision for valuation -120 
Loans to provinces 684 
Total 564 
Other -55 
Net adjustments 5,206 21,9865 1,405 1,435 1,475 1,520 1,560 


Average private sector— 
Public Accounts 16,169 12,345 12,685 13,110 13,560 14,080 14,505 


Note: Totals may not add due to rounding. 


@ Fiscal transfers on a National Accounts basis consist of equalization and stabilization. 
To translate this to a Public Accounts basis requires adding amounts for Territorial 
Formula Financing, the Youth Allowance Recovery and statutory subsidies. The 
one-time payment related to the Offshore Revenues Accords is adjusted since the 
National Accounts record the expenditures when the payments are actually made, 
whereas the Public Accounts record the liability for this amount when it is incurred. 


@ Accrual adjustments are required since the National Accounts reflect equalization 
cash payments, whereas the Public Accounts reflect equalization entitlements. 


@ Other adjustments reflect the fact that the latest National Accounts do not include 
the final year-end fiscal numbers. 
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Translation of National Accounts Into Public Accounts 


Table A3.17 


Average Private Sector Projection of Direct Program Spending 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 
(millions of dollars) 
Other program spending 
Current expenses on goods 
and services 2; (28° 1O4,895i 9 O71 75: © 59,405,9.-62,615, 0165;675 =; 68,375 
Other programs 
Canada Child Tax Benefit 8,746 9,290 9,670 9,850 99807 10110. 510,240 
GST credit 3,384 3,440 CHeyhe) 3,080 3,675 3,765 3,845 
Other transfers to persons IZ 241 Seo 272.) 13/085 P 2i1S44 Oe AAS S65 14300N) 14-680 
Subsidies 5,366 S,Go 200 5,020 4,860 4,835 4,850 
Transfers to non-residents 4,056 4,120 4,360 4,645 4,940 D210 5,665 
Other transfers to other levels 
of government 10,7849, 12,680m 112;045) 9125545) wiGj085Se 214;340) 4 14,650 
Spending included in the capital 
and financial account 
Capital cost allowance -3,623 -3,645 -3,660 -3,705 -3,930 -4,355 -4,765 
Net transfer of capital -269 -95 hee 14205 1,340 1,240 1,485 
Capital formation 3,554 3,695 3,750 4,265 6,310 7,560 7,000 
National Accounts— 
other program spending 96,988 102,290 105,885 110,225 116,690 122,805 126,785 
Reclassifications 
Elderly payments to non-residents -359 -375 -380 .. -390 -400 -410 -420 
Employment Benefits and Support 
Measures/El transfers to provinces -1,675 -1,675 -1,675 -1,675 -1,675 -1,675 -1,675 
Federal government El contributions -348 -350 -335 -340 -350 -365 -375 
Canada Child Tax Benefit -8,746 -9,290 -9,670 -9,850 -9,980 -10,110 -10,240 
GST credit -3,384 -3,440 -3,515 -3,585 25,675. -3;/65 -3,845 
Early Learning and Child Care -50 -50 -50 -50 -50 -50 
New Deal for Cities and 
Communities -600 -600 -800 -1,000 -2,000 = -2,000 
Territorial Formula Financing -1,962 -2,0380 -2,070 -2,140 -2,215 -2,295 “23310 
Statutory subsidies -32 -30 -30 -30 -30 -30 -30 
External revenue netted against 
expenditures -3,044 -3,150 -3,210 -3,295 -3,385 -3,465 -3,590 
Consolidated Crown corporation 
revenues -1,506 -1,535 -1,565 -1,600 -1,680 -1,665 -1,695 
Refundable tax credits -894 -1,010 -1,070 -1,100 -1,095 -1,140 -1,160 
Other adjustments 
Bad debt expense 2,200 2,310 2,325 2,370 2,420 2,460 aol 
Capital adjustments -332 -450 -480 -925 -2,740 ~~ -3,705 -3,700 
Veteran and employee benefits 2,455 405 380 480 380 150 165 
Other -1,298 -2,0040 -1,185 -1,010 -930 -930 -960 
Net adjustments -18,890 -23,310 -23,130 -23,940 -26,355 -28,995 -29,435 
Public Accounts— 
Direct program spending 78,098 78,980 82,755 86,285 90,3385 93,810 97,350 


Note: Totals may not add due to rounding. 
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Direct program spending in the National Accounts consists of federal government 


expenses on goods and services, other transfers to persons, and other transfers to other 
levels of government, as well as transfers to business and non-residents. 


A number of adjustments are needed to adjust for classification differences between 
the National Accounts and Public Accounts, as described in previous sections. 
These include adjustments relating to the CCTB and GST credit, for example. 


Other adjustments primarily reflect conceptual differences between the two 
measures. The Public Accounts include a provision for bad debt expense, primarily 
relating to tax receivables. The National Accounts measure of net lending records 
capital acquisitions on an expenditure basis, recognizing them in the year of 
acquisition, whereas the Public Accounts record them on an accrual basis, 
recognizing the amortization of all capital assets over their useful life. 


The National Accounts include direct payments for veterans’ disability benefits, 
whereas the Public Accounts recognize the present value of all expected future 
payments as a liability. Adjustments are also made to the National Accounts to 
include employee benefits. 


Other conceptual adjustments include the elimination of transfers made by 
arm’s-length organizations and the removal of imputed banking service charges. 

In addition, the latest National Accounts data do not reflect the final year-end fiscal 
numbers in the 2005 Public Accounts of Canada. 
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Translation of National Accounts Into Public Accounts 


Table A3.18 
Average Private Sector Projection of Public Debt Charges 


Actual 
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 


(millions of dollars) 


Average private sector— 


National Accounts 32,270 32,420 32,81C 33,185 33,005 32,965 32,840 
Reclassifications 
Capital lease obligations 165 140 140 140 140 140 140 
Servicing cost and costs of 
issuing new borrowings 80 105 105 105 105 105 105 
Total 245 245 245 245 245 245 245 


Timing of payments/accrual 
adjustments 


Pension interest adjustment -1,365 -1,145 -1,190 -1,230 -1,250 -1,240 -1,190 
Other (veterans pension interest 
adjustment) 2,430 2,495 2,530 2,560 2,585 Poy he) 2530 
Total 1,065 1,350 1,340 1,330 1,335 1,335 1,345 
Other 542 
Net adjustments W852 O95 1,585 iyolo 1,580 1,580 1,590 


Average private sector— 
Public Accounts 34,122 34,015 34395 34,760 34,585 34545 34,430 


Note: Totals may not add due to rounding. 


@ Two major accrual adjustments are made to the National Accounts projections in 
order to reconcile the two projections: 


— First, the National Accounts estimate of interest on pension liabilities is adjusted 
to incorporate returns on pension fund assets and the interest on the average 
actuarial obligation. 


— Second, the National Accounts record payments for employee benefits, 
post-employment benefits and veterans’ pensions in other program spending, 
whereas in the Public Accounts, public debt charges include the interest on 
liabilities for these programs. 


@ Other adjustments arise between these series because the latest National Accounts 
do not reflect the final year-end fiscal numbers in the 2005 Public Accounts of Canada. 
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Annex 4 


Detailed Descriptions 
of Tax Measures 


Detailed Descriptions of Tax Measures 


Lt 


Overview 


This annex provides detailed information on the new tax reduction plan and other 
tax measures proposed in this Update. 


The table below lists these measures and provides estimates of their fiscal impact. 


Table A4.1 
Fiscal Impact of Proposed Tax Measures 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 Total 
(millions of dollars) 

Personal Income Tax Measures 
Accelerate basic personal 

amount increases 1,880 1,800 1,620 790 125 130 6,345 
Reduce 16% rate to 15% 

(Jan. 1, 2005)! O20 2,670 Za Os 2,780 2,835 2,890 17,105 
Reduce 22% rate to 21% 

(Jan. 1, 2010) ~ - - - 390 r Wevde 1,965 
Reduce 26% rate to 25% 

(Jan. 1, 2010) - - - - 110 450 560 
Raise top bracket to $200,000 

(Jan. 1, 2010) - - - - 180 730 910 
Introduce a Working Income 

Tax Benefit (Jan. 1, 2008) - - 126 500 625 1,000 2,250 
Increase Child Disability Benefit 10 10 10 10 10 50 
Increase refundable medical 

expense supplement a 10 10 10 10 15 65 
Total reve baie) 4,490 4,470- 4,090 4,290 6,800 29,250 
Corporate Tax Measures 
Accelerate elimination of the federal 

capital tax Z2o 570 220 - _ - 1,020 
Extend carry-forward periods - - = = = - = 
Accelerate capital cost allowance 

for forestry bioenergy 5 10 20 25 25 Zo 110 
Total 230 580 245 Zo 25 Zo 1,130 
Total 5,340 5,070 A EAS 4,115 4,315 6,825 30,380 


Note: Totals may not add due to rounding. 
1 Includes impact on non-refundable tax credits. 
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Acceleration of Budget 2005 Increases 
to the Basic Personal Amounts 


The income tax system includes personal credits to allow individuals to receive a basic 
amount of income without paying federal income tax. 


Budget 2005 proposed that, by 2009, the amount of income all Canadians can earn 
without paying federal income tax ($8,148 for 2005) would grow to at least $10,000 as a 
result of progressive increases in the basic personal amount (BPA). The proposed tax plan 
will accelerate the scheduled increases set out under Budget 2005, as described in the 
table below. 


Table A4.2 
Scheduled Increases to the Basic Personal Amount: 
Budget 2005 and Update 2005 


2005 2006 2007 2008 2009! 


(dollars) 
Budget 2005 schedule of increases - 100 100 400 600 
Proposed new schedule of increases 500 200 100 100 300 


| The greater of the defined amount or an amount that brings the basic personal amount to $10,000. 


The income tax system also includes a personal amount (up to $6,919 for 2005) 
in respect of a spouse or common-law partner or a wholly dependent relative. 
These amounts were also scheduled to increase in Budget 2005; the proposed tax plan 
will accelerate the scheduled increases set out under Budget 2005, as described in 
the table below. 


Table A4.3 

Scheduled Increases to the Spouse or Common-Law Partner Amount 
and the Amount for an Eligible Dependant: 

Budget 2005 and Update 2005 


2005 2006 2007 2008 2009! 


(dollars) 
Budget 2005 schedule of increases - 85 85 340 510 
Proposed new schedule of increases 425 170 85 85 255 


' The greater of the defined amount or an amount that brings the amount to $8,500. 
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These proposed increases to the amounts will be in addition to increases that 
take effect due to indexation of the tax system. The amount upon which the spouse or 
common-law partner amount (including the equivalent amount that a single individual 
can claim for a wholly dependent relative) is based, is reduced on a dollar-for-dollar basis 
by the dependant’s net income over a threshold. This threshold is intended to ensure that 
small amounts of a dependant’s income will not affect the calculation of these credits. 
This threshold will be adjusted to reflect the increases described above. 


Under proposed legislation, where there is an unanticipated surplus at the time 
of the closing of the books for a fiscal year, and subject to the Minister of Finance’s 
agreement that it is fiscally prudent, an amount equal to one-third of the surplus 
will be allocated to ongoing relief in the form of increases to the basic personal amount 
(with consequential changes to the personal amount in respect of a spouse or common-law 
partner or a wholly dependent relative). 


Reducing Personal Income Taxes Through 
Tax Rate and Threshold Changes 
The new tax plan proposes that federal personal income tax rates be reduced as follows: 


m@ The lowest 16-per-cent rate be reduced to 15 per cent, effective January 1, 2005. 
@ The 22-per-cent rate be reduced to 21 per cent, effective January 1, 2010. 
Mm The 26-per-cent rate be reduced to 25 per cent, effective January 1, 2010. 


@ The taxable income threshold at which the top 29-per-cent rate begins to apply be 
increased to $200,000, effective January 1, 2010. 


All bracket thresholds, including the new threshold for the top tax rate, would rise 
automatically over time as a result of indexation. 


In the Canadian tax system, the rate that applies generally to non-refundable credits 
and the alternative minimum tax (AMT) is the lowest tax rate. With the reduction in 
the lowest tax rate to 15 per cent, the rate applied to non-refundable credits and the 
AMT will consequently decline from 16 per cent to 15 per cent. 
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Impacts of Proposed Personal Income Tax Relief Measures 
on Typical Taxpayers: 2006 and 2010 


Table A4.4 
Single Individual—2006 


Budget 2005 Update 2005 


Total Federal Net Tax BPA BPA 16% Rate Energy Cost Tax % Change 
Income — Pre-2005 Budget Increase = Acceleration to 15%! Benefit Relief? in Tax? 
(dollars) (%) 
10,000 -93 -16 -97 -5 O -118 ~ 
20,000 149320 -16 -97 -98 O -211 -16 
30,000 2,809 -16 -97 -191 O -304 -11 
40,000 4,888 -16 -97 -246 O -359 -7 
60,000 G2 74 -16 -97 -246 O -359 -4 
75,000 12,676 -16 -97 -246 O -359 -3 
100,000 19,176 -16 -97 -246 O -359 -2 
150,000 33,141 -16 -97 -246 0 -359 -1 


to = 


wo 


Includes impact on non-refundable tax credits. 

Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 

Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 


Table A4.5 
Single Parent With One Child—2006 


Budget 2005 Update 2005 


Total Federal Net Tax BPA BPA 16% Rate Energy Cost Tax % Change 
Income _Pre-2005 Budget Increase! Acceleration’ to 15%2 Benefit Relief? in Tax4 
(dollars) (%) 
10,000 -4,097 O O O -250 -250 - 
20,000 -3,836 -9 O O -250 -259 - 
30,000 =f -30 -180 -64 -250 -524 - 
40,000 246 -30 -180 -140 -250 -600 _ 
60,000 6;655 -30 -180 -169 O -379 -/ 
75,000 D250 -30 -180 -169 O -379 -4 
100,000 16,076 -30 -180 -169 O -379 -2 
150,000 29,984 -30 -180 -169 O -379 -1 


Oo wo — 


. 


Includes increases to personal credits in respect of a wholly dependent relative. 
Includes impact on non-refundable tax credits. 


Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 


Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 


net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 
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Table A4.6 
One-Earner Family With Two Children—2006 


Budget 2005 Update 2005 


Total Federal Net Tax BPA BPA 16% Rate Energy Cost Tax % Change 

Income — Pre-2005 Budget Increase! Acceleration! to 15% Benefit Relief? in Tax4 
(dollars) (%) 
10,000 -7,243 O O O -250 -250 - 
20,000 -7,243 -30 -180 -21 -250 -481 ~ 
30,000 -3,070 -30 -180 -115 -250 -575 - 
40,000 828 -30 -180 -169 O -379 -46 
60,000 6,270 -30 -180 -169 O -379 -6 
75,000 AO, 2%2 -30 -180 -169 @) -379 -4 
100,000 mere -30 -180 -169 O -379 -2 
150,000 32,014 -30 -180 -169 O -379 -1 


a 


Includes increases to personal credits in respect of a spouse or common-law partner. 
Includes impact on non-refundable tax credits. 


Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 

Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 
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Table A4.7 
Two-Earner Family With Two Children—2006 


Budget 2005 Update 2005 


Total Federal Net Tax BPA BPA 16% Rate Energy Cost Tax % Change 

Income — Pre-2005 Budget Increase’ Acceleration’ to 15%2 Benefit Relief? in Tax4 
(dollars) (%) 
10,000 -7,243 O O O -250 -250 ~ 
20,000 -7,243 O O O -250 -250 _ 
30,000 -5,840 -31 -188 -37 -250 -506 - 
40,000 -3,020 -31 -188 -107 -250 -5/76 - 
60,000 2,014 -32 -195 -272 O -499 -20 
75,000 5,919 -32 -195 -327 O -554 -9 
100,000 + Be he Aa -32 -195 -420 O -647 -6 
150,000 23,430 -32 -195 -492 O -/18 -3 


= 


Includes increases to personal credits in respect of a spouse or common-law partner. 

Includes impact on non-refundable tax credits. 

Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 

Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 
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Table A4.8 
Single Individual—2010 
Budget 2005 Update 2005 Total 
Increase 
Total Federal Net Tax BPA 16% Rate 22% Rate 26% Rate Top Tax % Change 
Income Pre-2005 Budget Increase to15%! to21% to 25% Threshold Relief? — in Tax? 
(dollars) (%) 
10,000 -207 -82 0 O O O -82 - 
20,000 1,183 -205 -89 O O O -290 -25 
30,000 2,002 -205 -179 0 O O -384 -14 
40,000 4.5011 -205 -262 -8 O 0 -475 -10 
60,000 8,970 -205 -262 -208 O O -675 -8 
75,000 12,270 -205 -262 -358 0 O -825 -f 
100,000 18,635 -205 -262 -392 -216 OF =1075 -6 
150,000 32,313 -205 -262 -392 -490 -904-~ -2,253 -f 


=u 


Includes impact on non-refundable tax credits. 

Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 

Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 


ine) 
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Table A4.9 
Single Parent With One Child—2010 
Budget 2005 Update 2005 Total 
Increase 
Total Federal Net Tax BPA 16% Rate 22% Rate 26% Rate Top Tax % Change 
Income Pre-2005 Budget Increase! to 15%2 to21% to 25% Threshold ReliefS in Tax 
(dollars) (%) 
10,000 -4,434 O O O O O O = 
20,000 -4,161 O O O O O O = 
30,000 -2,835 -380 -40 O O O -420 - 
40,000 -601 -380 -117 O @) O -497 = 
60,000 5,093 -380 -174 -138 O O -692 -14 
75,000 8,693 -380 -174 -288 O O -842 -10 
100,000 1203 -380 -174 -392 -146 O -1,092 -/ 
150,000 29,064 -380 -174 -392 -490 -624 -2,060 -/ 


Se 


Includes increases to personal credits in respect of a wholly dependent relative. 
Includes impact on non-refundable tax credits. 


oO nv 


Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 


Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 


net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 


Ne 
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Table A4.10 
One-Earner Family With Two Children—2010 
Budget 2005 Update 2005 Total 
Increase 
Total Federal Net Tax BPA 16% Rate 22% Rate 26% Rate Top Tax  % Change 
Income Pre-2005 Budget Increase! to15%2 t021% to 25% Threshold Relief? in Tax4 
(dollars) (%) 
10,000 -/,839 O O O 0 O O ~ 
20,000 -7,486 -353 O O O O -353 - 
30,000 -4,259 -380 -91 O O O -47] - 
40,000 -86 -380 -174 -8 O O “562 ~ 
60,000 5,021 -380 -174 -208 O O -/62 -14 
75,000 9,421 -380 -174 -358 O O -912 -10 
100,000 16,787 -380 -174 -392 -216 O =|, 162 -/ 
150,000 31,094 -380 -174 -392 -490 -904 -2,340 <6 


Oo no — 


ps 


Includes increases to personal credits in respect of a spouse or common-law partner. 
Includes impact on non-refundable tax credits. 


Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
Credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 


Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 


Table A4.11 
Two-Earner Family With Two Children—2010 
Budget 2005 Update 2005 Total 
Increase 
Total Federal Net Tax BPA 16% Rate 22% Rate 26% Rate Top Tax % Change 
Income Pre-2005 Budget Increase! to 15%2 to 21% to 25% Threshold ReliefS in Tax4 
(dollars) (%) 
10,000 -7,839 O O O O O O = 
20,000 -7,839 O O 0 O O 0) = 
30,000 -6,961 -397 -13 O O O -410 - 
40,000 -4,197 -397 -83 O O O -480 - 
60,000 1,966 -410 -247 O O O -657 -33 
75,000 5,174 -410 -330 -58 O O -798 -15 
100,000 10,967 -410 -423 -208 O O -1,041 -9 
150,000 27 00 -410 -523 -490 -116 O -1,539 -/ 


Oo mo — 


= 


Includes increases to personal credits in respect of a spouse or common-law partner. 
Includes impact on non-refundable tax credits. 


Negative values indicate a reduction in net personal income tax paid to the federal government or an increase in federal refundable 
credits (i.e. the Canada Child Tax Benefit and the Goods and Services Tax Credit). 

Where individuals and families receive more in federal refundable credits than they pay in federal personal income tax, they pay no 
net federal personal income tax. A dash indicates that percentage tax relief cannot be calculated because the initial taxes paid are 
less than or equal to zero. 
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Tax Fairness for Persons With Disabilities 


Increasing the Child Disability Benefit 


The Child Disability Benefit (CDB) is a supplement of the Canada Child Tax Benefit 
payable in respect of children, in low- and modest-income families, who meet the 
eligibility criteria for the disability tax credit (DTC). 


The 2005 budget increased the maximum annual CDB to $2,000 from $1,681 per 
child beginning in July 2005. 


The new tax plan proposes to further increase the maximum annual CDB 
to $2,300 starting in July 2006. The benefit will continue to be indexed thereafter. 
The full $2,300 CDB will be provided for each eligible child to families with net income 
below the amount at which the National Child Benefit (NCB) supplement is fully phased 
out ($36,378 in July 2006 for families having three or fewer children). Beyond that 
income level, the CDB will continue to be reduced based on family income at the 
same rates as the NCB supplement (see table below). 


Table A4.12 
Proposed Parameters of the Child Disability Benefit—July 2006 
Number of Net Family Income at Net Family Income at 
DTC-Eligible Which Phase-Out Which Phase-Out 
Children Begins Ends Phase-Out Rate 
(dollars) (dollars) (per cent) 
1 36,378 55,230 Neee 
2 36,378 56,378 23.0 
3 36,378 57,099 33.3 


Increasing the Refundable Medical Expense Supplement 


For Canadians with disabilities and others with above-average medical or disability-related 
expenses, the potential loss of benefits under provincial social assistance programs can be 
an important barrier to participation in the labour force. 


The refundable medical expense supplement (RMES) helps offset the loss of these 
benefits by providing assistance for above-average medical and disability-related expenses 
to low-income working Canadians. The supplement is equal to 25 per cent of the total 
of the allowable portion of expenses that can be claimed under the medical expense tax 
credit and the expenses claimed under the disability supports deduction, up to a maximum 
of $750 for 2005 (increased from $571 in Budget 2005). To target assistance to those with 
low incomes, the supplement is reduced by 5 per cent of net family income above an 
income threshold ($21,663 for 2005). 
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The tax plan proposes to further increase the maximum amount of the RMES to 
$1,000 for the 2006 taxation year. The maximum amount will continue to be indexed. 


The tax plan also proposes to set the income threshold at which the RMES starts 
being reduced at its current level of $21,663. This threshold will be indexed for inflation 
in subsequent years. This change will ensure that the supplement continues to be targeted 
to low- and modest-income Canadians. 


Encouraging Investment and Jobs: 
Maintaining Canada’s Corporate Tax Advantage 


The competition for new business investments and the jobs they produce is increasingly 
intense, and decision makers pay particular attention to the relative tax burden in 
different jurisdictions. 


Reducing Corporate Income Tax Rates 


Budget 2005 proposed a 2-percentage-point reduction in the general corporate income 
tax rate by 2010 and the elimination of the corporate surtax in 2008. The elimination 

of the corporate surtax in 2008 has already been legislated for small and medium-sized 
corporations. This Update confirms the Government’s commitment to the remainder 
of these tax reductions in order to maintain Canada’s tax rate advantage in light of recent 
US. tax reductions. 


Accelerating the Elimination of the Federal Capital Tax 


The federal capital tax was introduced in 1989 as Part I.3 of the Income Tax Act. 

The rate is currently 0.175 per cent on taxable capital in excess of $50 million. 

A corporation’s taxable capital is generally described as the total of its shareholders’ equity, 
surpluses and reserves, as well as loans and advances to the corporation, less certain types 
of investments in other corporations. A corporation’s federal income surtax (1.12 per cent 
of taxable income) is deductible against the corporation’s federal capital tax liability. 


Budget 2003 announced that the federal capital tax would be eliminated for smaller 
corporations by 2004 and would be completely eliminated by 2008. In order to further 
promote investment and strengthen Canada’s tax advantage, the Update proposes to 
eliminate the federal capital tax as of January 1, 2006—two years earlier than was 
originally scheduled. The federal capital tax rate will be pro-rated for taxation years 
that do not coincide with the calendar year. 
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The following table summarizes the phase-out announced in 2003 and the proposed 
changes to the federal capital tax rates. 


Table A4.13 
Proposed Acceleration of Federal Capital Tax Elimination 
2003 2004 2005 2006 2007 
Capital Tax Rates 
(per cent) 
Current phase-out 0.225 0.200 O75 Oak25 0.0625 
Proposed phase-out 0:225 0.200 O75 0.00 0.00 


Under the current federal capital tax, the corporate surtax in excess of a corporation’s 
federal capital tax liability for a taxation year can generally be applied against the capital tax 
liability for the three preceding and seven subsequent taxation years. Corporations will 
continue to be able to apply the corporate surtax against the federal capital tax liability, if 
any, for the three previous tax years. For these purposes, the excess credits will continue to 
be computed by reference to a notional Part I.3 tax liability, based on the 0.225-per-cent 
federal capital tax rate and the $50-million capital deduction applicable immediately prior 
to the phasing out of the tax. 


Extending Carry-Forward Periods for Business Losses 
and Investment Tax Credits 


It can sometimes take many years before businesses begin to earn profits. Since 
economic cycles impact different industries differently, a fair and efficient tax system 
should recognize both profits and losses when determining tax liability. The tax systems 
of Canada and most other countries allow losses to be carried over to other years. 

This reduces the impact of fluctuations in income from year to year on tax liability. 


Non-capital losses can currently be carried back up to 3 years and can also be carried 
forward. The 2004 budget extended the period over which non-capital losses can be 
carried forward from 7 to 10 years. To provide additional support to Canadian business, 
particularly to the small and innovative sectors, the tax plan proposes to extend the 
non-capital loss carry-forward period of all taxpayers to 20 years. 


Investment tax credits (ITCs) provide considerable support for important economic 
activity such as scientific research and experimental development (SR&ED). Currently, 
IT’Cs can be carried back up to 3 years and forward up to 10 years. However, some 
businesses, such as research-intensive companies, can realize little profit for extended 
periods, limiting the incentive effect provided by an ITC. To increase the ability of these 
companies to use ITCs, the tax plan also proposes to extend the ITC carry-forward 
period to 20 years. 
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This measure will apply to general non-capital losses, farm losses, restricted farm losses, 
losses applied under Part IV of the Income Tax Act, and taxable Canadian life investment 
losses under Part XII.3 of the Act. It will also apply to ITCs earned for SR&ED, Atlantic 
investment, and mineral exploration. The measure is proposed to apply to losses incurred 
and credits earned in taxation years that end after 2005. 


Accelerating Capital Cost Allowance—Forestry Bioenergy 


In general, capital cost allowance (CCA) rates are set to reflect the useful life of assets, 
ensuring that tax recognition of capital costs is spread over the expected life of an asset. 
As an exception, accelerated CCA is used to encourage firms that produce energy to 
invest in equipment that does so by using renewable energy sources and waste fuels, 

or by using fossil fuel efficiently. Class 43.1 provides a rate of 30 per cent for such assets. 


Budget 2005 announced a further acceleration of the CCA rate to 50 per cent for 
the full range of renewable energy generation equipment in Class 43.1 and for certain 
high-efficiency cogeneration equipment. This increased rate applies to equipment 
acquired on or after February 23, 2005, and before 2012. Budget 2005 also announced 
that, going forward, new accelerated CCA would only be considered for investments 
in green technology. 


Class 43.1 and the new 50-per-cent class include certain cogeneration equipment 
that generates energy efficiently by producing both electricity and heat simultaneously. 
Such equipment must meet defined thresholds in terms of efficiency in the use of fossil 
fuel, which can be achieved through the use of specified waste fuels such as wood waste 
and certain forms of biogas. 


The tax plan proposes to extend eligibility for Class 43.1 and the new 50-per-cent 
class to cogeneration systems that use a type of biomass used in the pulp and paper 
industry referred to as “black liquor.” Black liquor, a by-product of the chemical 
process of turning wood into pulp, consists of wood residue and pulping agents. It can 
be burned to fire a boiler, producing steam that can be used both directly in the pulp and 
papermaking process and to generate electricity, thus reducing the plant’s need for external 
energy sources. This process also allows the pulping agents to be recovered and reused. 


The availability of accelerated CCA will support additional investment in technology 
that contributes to a reduction in greenhouse gases and air pollutants and to a more 
diversified energy supply. The focus on cogeneration will ensure that the incentive is 
targeted to the most efficient technology in this area. Increasing energy self-sufficiency in 
the pulp and paper sector will also help improve the international competitiveness of 
Canadian mills, strengthening the employment base in largely rural communities. 


The inclusion in Class 43.1 will apply to assets in eligible cogeneration systems using 
black liquor acquired on or after November 14, 2005, that have not been used or acquired 
for use before that date. Such assets acquired before 2012 will be eligible for the new 
50-per-cent CCA rate announced in Budget 2005. In addition, qualifying start-up 
expenses of projects using these technologies will be eligible for treatment as Canadian 
Renewable and Conservation Expenses. 
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Presentation 3 


Introduction 


Eleven years ago, my predecessor, the Right Honourable Member for LaSalle—Emard, 
presented a bold new economic strategy for Canada. 


The year was 1994 and Canadians faced some truly daunting challenges: the prime 
interest rate was as high as 8 per cent; unemployment stood above 10 per cent; our debt 
represented nearly 70 per cent of national income and the federal budget had been in 
deficit for more than a quarter of a century, with red ink as far as the eye could see. 


Our country’s credit rating had been downgraded and, around the world, Canada was 
being written off as an economic basket case. 


That plan in 1994—An Agenda for Jobs and Growth—took a clear-eyed view of the 
challenges facing us as a people and outlined the response we would make as a country. 


It called for an end to governments spending more than they earned or promising 
more than they could deliver. And it provided the intellectual and economic framework 
which guided budgets and policy decisions for more than a decade. 


Over the years, with the steady support of citizens and taxpayers, we have stayed 
the course that was set out in that document, pursuing the plan with patience, resolve 
and discipline. 


And year by year, budget by budget, Canadians saw progress being made. 


Annual deficits became smaller and smaller. The Government was borrowing less and 
less. And interest rates fell, enabling more Canadians to buy that first home or start 
a business. 


In 1997, the books were balanced for the first time in decades—and ahead of schedule. 
Canada embarked on a new era of surpluses. We started to reduce our debt and that, 
combined with strong economic growth, caused our debt-to-GDP ratio to decline. 


With deficits eliminated, we began to cut taxes and to make targeted investments to 
strengthen our economy and make our society more prosperous and secure. 


Most importantly, Canadians in ever-increasing numbers have been and are working, 
gaining the means to build a better future for themselves and their families. Indeed, 
since 1997, Canada has had the best job creation record in all the G7 group of 
world-leading economies. 


Along with these jobs, Canadians achieved steady improvements in their take-home 
pay. Real disposable income per capita—the amount left after taxes—was $2,700 higher 
on average in 2004 than in 1996, an increase of about 15 per cent. And living standards 
have risen more in the past 8 years (since we balanced the books) than they had in the 
previous 18 years. 


The road from 1994 to 2005 has been difficult at times, but the achievements 
remarkable. Today, Canada has gone from economic laggard to leader, and we can look 
to the future with tremendous confidence. 
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That said, we also face new challenges—very different from those of 1994. And so 
today, along with the 2005 Economic and Fiscal Update, I am presenting a new economic 
plan—one that sets our course for the years ahead. 


Economic Update 


But, first, let’s take a look at how our economy is performing right now. 


Overall, there has been continued expansion in 2005, with real GDP growth of 
3.2 per cent in the second quarter—up from 2.1 per cent in each of the previous 
two quarters. 


The second quarter also saw gains in both net exports and domestic demand. The 
pickup in net exports is particularly encouraging because it suggests that Canadian firms 
and their employees are adjusting successfully to the challenges of a rapidly appreciating 
dollar. It’s not easy, but they are doing it. 


On the employment front, the Canadian economy has been creating new jobs at 
an impressive pace. Since January of 2002, more than 1 million new jobs have been 
created—most of them full-time. That’s over a million more Canadians working, saving 
and planning for the future. 


Unemployment has continued to decline—and this despite the fact that we are 
experiencing near-record levels of participation in the labour market. Canada’s 
unemployment rate now stands at 6.6 per cent—its lowest level in 30 years. 


Low interest rates, combined with strong overall job creation, continue to drive 
consumer demand, especially for durable goods such as cars and furniture. 


Strong income growth and low interest rates have also been good news for those 
wanting to buy a home and build equity for tomorrow. 


Canadian businesses too are reaping the rewards of a strong economy. Corporate 
profits now stand at 14 per cent of GDP—the highest level in over three decades. 


There are also some encouraging signs of increased investment in machinery and 
equipment, especially in information, telecommunications and computer equipment— 
all essential contributors to greater innovation and productivity. 


Finally, while total inflation has increased somewhat following the recent surges 
in energy prices, core inflation has remained low and stable. This is important for 
Canadians, whether they’re planning their family budgets or considering a major purchase 
or thinking of expanding their businesses. Accordingly, it is the Government’s intention to 


renew its inflation-targeting agreement with the Bank of Canada for another five years 
beyond 2006. 


Looking ahead, private sector forecasters expect real GDP to grow overall by 
2.8 per cent this year, 2.9 per cent in 2006 and 3.1 per cent in 2007. 


What all of these facts and figures tell us is that Canada’s economy is doing very well 
and it is expected to continue to do well for the foreseeable future. 
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That said, there are always risks and uncertainties which could throw our economy 
off course. We see two primary risks at the present time. 


First, should the cost of energy surge upward again, consumer confidence in Canada 
and the United States could be affected, reducing demand for Canadian goods on both 
sides of the border. 


Second, the large and persistent budgetary and current account deficits in the U.S. 
could result in a further depreciation of the American dollar against all currencies, 
including the Canadian dollar, making things tougher for our exporters. 


Manufacturing firms have been particularly hard-pressed. When you consider the 
nearly 145,000 jobs lost from that sector between January of 2003 and October of this 
year, it is clear that the challenges faced by our manufacturers and exporters are real and 
will take some time to work through. 


In light of these and other potential risks, such as natural disasters, transborder 
pandemics and security threats, we must and we will remain vigilant—and prudent—in all 
our planning. We will continue to ensure Canada has the financial strength and flexibility 
needed to meet unexpected shocks and manage unforeseen circumstances. 


Fiscal Progress 


Let me turn now from the economic outlook to Canada’s fiscal position. 


As recently confirmed, the Government of Canada posted a budgetary surplus of 
$1.6 billion in 2004-05. 


This was our eighth consecutive balanced budget. It marks the longest string of 
balanced federal budgets in Canadian history. And it is a record we will build on. 


In developing our economic projections for future years, we have consulted some 
16 private sector forecasters. Their independent professional views form the basis for the 
economic assumptions that underlie our five-year fiscal projections. 


And to enhance our forecasting, we are implementing every recommendation relating 
to transparency from Dr. Tim O’Neill’s recent external review of the Government’s 
forecasting process. 


He also recommended measures on how we should deal with the surplus. 


In response, I had the honour of tabling legislation on October 7th—Bill C-67— 
which clearly spells out how the Government and Parliament would be able to allocate 
future surpluses above and beyond the annual Contingency Reserve of $3 billion among 
incremental tax relief, priority investments and debt reduction—in the balanced and 
common-sense manner consistently demanded by Canadians. 


But, as a fiscal anchor, let me emphasize that we remain firmly committed to the 
priority of ongoing debt reduction. That is why, in Budget 2004, we set the objective of 
reducing the federal debt-to-GDP ratio to 25 per cent within 10 years. 
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And we will not stop there. Today, I am pleased to announce a new goal: to bring the 
debt-to-GDP ratio down to 20 per cent by 2020—a level not seen since the mid-1970s. 


This government knows that Canadians have worked very hard—first to climb free of 
deficits and then to remain free. That is why we will stand firm in our commitment to 
balanced budgets or better. 

In looking to our fiscal projections for the years ahead, a number of factors have come 
together to put the Government in a better position than we, or most private sector 
forecasters, had expected some nine months ago. 


First, record profits for businesses, including natural gas exporters, are much stronger 
than projected at the time of the 2005 budget, and they are generating greater 
revenues for the Government. This is hardly unique to Canada. For example, the 
U.S. Administration just recently reported that its corporate income tax revenues were 
some 23 per cent higher than forecast. 


Second, employment growth has been very strong, and this is also generating greater 
revenues for the Government than expected last February. 


And third, interest rates—both short- and long-term—are lower than expected at the 
time of the 2005 budget, resulting in lower debt-servicing charges. 


Based on independent forecasts, and after adjusting for the Contingency Reserve and 
the normal prudence factor—and taking into account the policy measures announced 
since the budget in February—the amounts available for planning purposes are: 


for 2005-06, $8.2 billion; 

for 2006-07, $9.2 billion; 

for 2007-08, $9.5 billion; 

for 2008-09, $7.9 billion; 

for 2009-10, $8.4 billion; and 
for 2010-11, $11.3 billion. 


These are the fiscal dividends that Canadians have earned through prudence, discipline 
and hard work. 


Such fiscal strength empowers Canadians to look to the future with increasing 
confidence. But not complacency. 


Our 1994 Agenda for Jobs and Growth delivered a decade of economic and social 
progress. It served our country well, providing the plan we needed to meet the challenges 
and take advantage of the opportunities of the last 10 years. 


But today, a very different Canada faces a very different world. 
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A Plan for Growth and Prosperity 


Around the globe, fast-growing “new” economies are increasing their share of trade 
and investment. 


New ways of doing business are emerging and production is becoming increasingly 
specialized and dispersed worldwide. 


Advances in information and communications technologies, lower transportation costs 
and reduced trade barriers are driving increased flows of goods, services and capital back 
and forth across all national borders. 


This, in turn, is accelerating the spread of ideas, knowledge and products—making the 
competition for skilled workers more intense than the world has ever seen. 


Here at home, our country’s demographic landscape is about to undergo profound 
changes—presenting significant new challenges, both in terms of the imminent retirement 
of the big baby boomer generation and the more effective inclusion of Aboriginal people 
and new immigrants. 


We have built a solid foundation, but we must remain vigilant, approaching the future 
with our eyes wide open, setting our sights on new goals and responding effectively and 
intelligently to new and sometimes turbulent circumstances. 


That means squarely facing the fact that better jobs, better incomes and a better 
standard of living for all Canadians can only flow from strong and sustainable economic 
growth, which, in turn, can be achieved only through greater productivity. 


It also means our thinking and planning must reach not just to the borders of our 
country or the shores of our continent, but to the vast expanse of the entire world. 


It is to these exciting possibilities that our Plan for Growth and Prosperity is directed. 


At its core, this Plan is about people—our quality of life: the quality of our natural 
environment, the sustainability, creativity, safety and security of the communities in which 
we want to live, the strength of our health care system, not only as a defining Canadian 
value, but also a distinct competitive advantage to Canada economically. 


It’s about people living fulfilling lives, the kind of retirements we can expect to enjoy, 
and the opportunities our children will have. 


That’s what’s important. Not rates and ratios. Not obscure statistics. But the realities 
Canadians face, day-in and day-out—the hopes and dreams we have for ourselves and 
our families. 


And so, in developing this Plan, we asked some very basic questions. 


What do we have to do to ensure that Canadians really do enjoy a quality of life 
second to none? Where are the areas of greatest opportunity for our country? What are 
the biggest problems? What are we doing well—and what do we need to do better? 
Beyond issues related to the fair distribution of wealth, how do we generate more 
wealth overall? 
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This Plan is focused on the answers to those questions. 


It recognizes the dramatic impact of globalization, which has created a world where 
we are all neighbours—and all competitors. 


It anticipates the profound reordering of the global economy as new giants such as 
India and China emerge. 


It provides a roadmap through a new global economic landscape that is more 
integrated, interdependent and competitive than ever before. It outlines the steps we 
need to take to make Canada a truly networked nation, connected to global markets, 
adding value and capturing opportunity—enabling us to perform the most complex 
processes here and to create the most rewarding jobs here—jobs of the future and jobs 
with a future. 


It responds to the challenge of building a successful 21st century economy by focusing 
on people and their brainpower, promoting innovation, strengthening the muscle and 
sinew of public infrastructure and facilitating the freer flow of people, goods and capital 
within and across our borders. 


It recognizes the escalating demand for natural resources from the world’s emerging 
economies, and Canada’s potential to capitalize on our rich abundance of essential 
commodities, our unrivalled expertise in their extraction, processing and transportation, 
and our technological sophistication in environmental protection. 


In particular, with respect to energy resources, greater energy efficiency, conservation 
and innovation—including more renewable fuels and alternative energy sources—are 
hallmarks of an intelligent, sustainable and healthy society. Canadians aspire to be the 
smartest energy producers and consumers in the world, and this government will continue 
to invest in this priority. 


And finally, the Plan we are presenting today anticipates the consequences of our 
aging population. 


This is a truly significant challenge to our society, as the biggest ever generation of 
Canadians begins to retire in ever-increasing numbers over the next 5 to 10 years. 


There are more than five Canadians of working age today for every one person of 
retirement age. Within the next 15 years, this ratio is projected to fall to four to one. 
And by 2050, it will drop to less than 2.5 to one. 


At least two consequences are immediately obvious. First, there will be growing 
demand for health care services, retirement facilities and other age-related social programs. 


And second, the smaller generations which follow the “boomers” will have 
fewer people in the workforce to pay all the nation’s bills and to maintain Canada’s 
economic growth. 


Our Plan for Growth and Prosperity addresses not only the challenges of 
demographics but also the new realities of a globalized, knowledge-based economy. 
It proposes action on four fronts: creating opportunity for all Canadians, advancing an 
innovative economy, positioning Canada at the centre of global commerce and networks, 
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and building the right investment environment. All four have as their goal to improve the 
standard of living of Canadians. 


First, creating opportunity for all Canadians. 


In today’s world, the greatest point of differentiation—the real basis of competitive 
advantage—is brainpower. An idea can create whole new industries. Knowledge and 
creativity have become the true measures of economic potential. Just think of how the 
Canadians who developed the BlackBerry have created and captured a world market. 


And because the pace of change is ever-quickening, the upgrading of skills over a 
lifetime must be never-ending. Workplaces must become, in effect, classrooms without 
walls, offering ongoing opportunities for workers to improve their skills or acquire 
new ones. 


It is crucial that our people have the training and education they need to succeed, and 
that our economy has the entrepreneurs and employees it needs to excel. 


Canada faces these challenges from a position of strength. Among OECD countries, 
we have the highest proportion of people with some form of post-secondary education, 
and our high school students are above average in reading, math and science. 


But past achievement is no guarantee of future success. We need to ensure that 
Canadians have every advantage by investing in their potential at every age and every 
stage of life. 


Too many Canadians are not pursuing higher education because financial and other 
barriers are simply too great. We shortchange these children—and we shortchange 
ourselves—by forgoing the contributions they can make. 


Simply put, this country will only reach its full potential when each and every 
Canadian can reach their potential. 


Second, we need to build a truly innovative economy—one driven by ideas, invention 
and technologies. An economy which leads the way in how it produces goods and delivers 
them to global markets. 


To this end, government-sponsored research and development is important—and we 
have made significant progress in this area. Canada is now first in the G7 for research 
conducted in universities and public labs. We must not lose this hard-won advantage. 


But the achievement of world-calibre sophistication in science and technology also 
needs the indispensable push-and-pull of significant private investment too—and here our 
performance, while showing some recent improvement, still has a long way to go. 


We will need to work closely with Canadian business leaders to identify and reduce 
the roadblocks standing in the way of greater private investment in R&D, the successful 
commercialization of new ideas, and the faster adoption and adaptation of the best 
new technologies. 


Third, our new Plan is about making Canada a centre of global commerce and 
networks, intricately connected to the world’s markets and positioned to capture the 
benefits of a two-way flow of ideas and information across our borders. 
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One of the keys to that is developing world-class infrastructure—both physical and 
virtual—here at home. Safe and efficient transportation systems and leading-edge 
communications systems will be central to Canadians’ ability to fully engage the world. 


This is vital not only for trade with the United States, but also with promising 
new markets. 


China, for example, is expected, within 10 years, to become one of the three largest 
economies in the world, while India’s share of the world economy is on track to surpass 
that of Canada within the next decade. 


These awakening giants hold tremendous potential for Canada and we need to 
prepare—now. 


Fourth, we need to create the best possible environment for investment here in 
Canada. That means a sustained dedication to balanced budgets or better, continued debt 
reduction, and keeping inflation in check. It also means ongoing reductions in personal 
income taxes and a competitive tax system for businesses that fosters investment and job 
creation in Canada. 


It means reducing interprovincial barriers to the movement of people, goods, services 
and capital. 


It means creating greater efficiency in our financial markets and implementing the 
Smart Regulation initiative. 


And it means working to create a cleaner and greener country—and world—by 
becoming international leaders in environmental technologies and practices, demonstrating 
Canadian ingenuity and expertise in providing sustainable solutions that support both 
economic growth and a better quality of life. 


These four elements—creating opportunities for Canadians, building a truly innovative 
economy, making Canada a centre of global commerce and creating a favourable 
environment for investment—together make up the broad themes of our Plan for Growth 
and Prosperity. 


This is a plan for the next decade and beyond. In future budgets and future years, as 
resources permit, we will build on the framework established today. But with this Update, 
we are making a very solid and tangible beginning. 


To Put Canada at the Centre of Global Commerce and Networks: 


We are proposing an aggressive new trade strategy valued at more than $480 million over 
five years. Its purpose, in part, is to integrate our companies—especially small and 
medium-sized firms—in the high-end, value-added portion of global supply chains. 


In order to encourage more of our small and medium-sized companies to pursue 
overseas markets, I am announcing the creation of a Global Success Fund. It will help 
these smaller firms explore—and take advantage of—opportunities in new markets 
throughout the world. 
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Furthermore, we will provide Canadian firms with more support than ever 
in key markets such as China, India and Brazil by expanding our network of 
Trade Commissioners. 


For Canada, Asia-Pacific’s emergence as an economic powerhouse spells opportunity 
if—and only if—we are prepared. This government has already begun. As announced in 
October, we are ready to invest $590 million in the further development of our Pacific 
gateway to ensure that our country is positioned to capitalize on these new opportunities. 


To better connect rural, remote and Aboriginal communities to global networks, we 
will invest $100 million to extend broadband services. 


We will also build on our strong trading relationship with the United States through, 
for example, the Windsor-Detroit corridor and improved cooperation under the 
North American Security and Prosperity Partnership. 


In examining our trading relationship with the United States, it is important 
to remember that fully 95 per cent of all trade crosses that border without dispute 
or difficulty. 


That said, it’s not good enough for countries to honour just 95 per cent of their 
obligations under international trade agreements. Those who preach the rules of free trade 
must practise the rules of free trade—not just when it is convenient, but 100 per cent of 
the time. 


To do otherwise is to undermine a rules-based trading system, encourage 
protectionism and put the cause of freer and fairer trade in jeopardy, not just in 
North America, but around the globe. 


Canadians want to compete on a level playing field with rules that are clear, rulings 
that are respected and commitments that are kept. We expect nothing less from ourselves. 
We expect nothing more from our trading partners. 


When our farmers or our forestry workers are hurt by foreign subsidies or the 
violation of trade agreements, this government will do its very best to help. 


To Build a More Innovative Economy: 


We are prepared to commit more than $2.1 billion over five years to secure Canadian 
leadership in university-based research, to strengthen our position in international research 
networks, and to accelerate the commercialization of new technologies. 


Bolstering a national culture of innovation will help to establish Canada as a leading, 
globally networked research hub, attracting the best researchers from abroad, and 
providing access to cutting-edge research to Canadians here at home. 


To this end, we will increase annual funding for Canada’s granting councils by 
$85 million. 


We will support universities with their indirect costs of research by almost doubling our 
current funding to reach more than $500 million per year by 2007—08. 
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And we will continue to support new research infrastructure with a further 
$500 million. 


Networking Canadian researchers with others across the country—and around the 
world—is a key element of success in the knowledge economy. The Canadian Institute 
for Advanced Research plays a vital role in making that happen. To pursue these efforts 
further, we will provide the Institute with additional resources to continue and extend 
their good work. 


We will also move progressively toward the fulfillment of our commitment to devote 
5 per cent of federal investment in R&D to the priorities of the developing world, 
including health and environmental technologies. 


Another of the key elements of an innovative economy is connecting research 
activities in universities and hospitals to opportunities in the private sector. The Medical 
and Related Sciences Discovery District in Toronto—MaRS—is an outstanding example 
of such collaboration. 


To promote this kind of teamwork more broadly, we will provide new funding so 
that researchers can better connect with companies and strengthen community-based 
clusters of innovation and entrepreneurship. 


To Create Greater Opportunity for All Canadians: 


We need to give our children the best possible start in life. It’s an investment that pays 
enormous returns, because it’s in these early years, between birth and age six, when 
intellectual and emotional potential can best be encouraged and nurtured. 


It is here that children, in effect, “learn how to learn,” paving the way for future 
success. That is why we have previously committed some $9 billion over the next five 
years for early childhood development and early learning and child care programs and 
services across Canada. And let me be clear that our initial commitment to building an 
early learning and child care system is not merely a temporary five-year effort. It must 
be and it will be ongoing. 


Beyond child care, the Government of Canada invests today close to $10 billion 
annually in support of learning—especially post-secondary education. 


Today we are committing an additional $9.2 billion in federal funding to support 
higher learning, skills training and greater inclusion in Canada’s modern workforce. 


Investing in people—in their education and training—requires a post-secondary 
system second to none, marked by excellence and leading to better jobs, higher incomes 
and greater opportunities. 


And a key issue is access. This government is going to invest a further $2.2 billion over 
the next five years to improve access. Why? Because we want every Canadian to have an 
opportunity to experience the fulfillment, empowerment and freedom that flow from 
higher learning. With the provinces and territories, we will examine whether the Canada 
Student Loans Program is properly assessing student needs and such related issues as grants 
and debt management tools, including repayment terms, forgiveness measures and 
applicable interest rates. 
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And in the meantime, we will extend our existing first-year grants to lower-income 
students to cover up to four years of post-secondary education, beginning in 2006 and 
ultimately assisting more than 75,000 students per year. 


We also need to set clear goals in terms of the number and quality of graduate students 
we produce—especially in the sciences and management. We need more scientists with 
business savvy, and more business people who understand science. 


To boost Canada’s supply of graduate students with both sets of skills, we will fund 
advanced business training for scientists and engineers—and we will increase support for 
grad students in all disciplines. 


To improve the flow of knowledge and expertise between universities and 
companies, we will expand the number of industry research internships for science and 
engineering students. 


And to ensure that our post-secondary institutions can provide learning environments 
of the highest quality—to attract students and faculty of the highest calibre—we will 
provide $1 billion over the next two years to support cutting-edge innovation in 
education—smart classrooms, networked laboratories, interactive libraries and distance 
learning, just to name a few examples. 


To enhance workplace skills development, the Government of Canada is anxious to 
negotiate Labour Market Partnership Agreements with the provinces focused on the 
following key priorities: apprenticeships; literacy and essential skills; workplace skills 
development; increasing participation of Aboriginals, the disabled and other under- 
represented groups in the workforce; and integrating new Canadians into the job market. 
The Government is also interested in working with both labour and employers to pilot 
test the most creative new techniques to advance workplace skills. 


The challenges of finding and holding a job are compounded for those with 
disabilities. To assist these Canadians, we will enhance funding to the Multilateral 
Framework for Labour Market Agreements for Persons with Disabilities. 


In addition, we will increase the refundable medical expense supplement and raise 
the maximum annual Child Disability Benefit. 


To help ease some of the demographic pressures coming just around the corner, it 1s 
clear that we will need to increase the number of skilled immigrants we welcome to our 
shores. But before we can do that, we have to make our immigration system more 
efficient and effective than ever. We will invest in immigration policies and practices 
that allow newcomers to participate fully in our workforce and our communities as 
quickly as possible. 


We will also need to get very serious about the better inclusion and fuller participation 
of Aboriginal Canadians. This is the prime objective of the First Ministers Meeting 
scheduled for later this month with Aboriginal leaders. It will focus on big issues related 
to health, housing, economic development and perhaps most crucial of all—education. 
The Government of Canada will be ready to invest in these priorities. 
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Getting a job should be the beginning of hope—and real economic progress. 
Unfortunately, in some cases, consequential reductions in government support for those 
who have just joined the workforce can be almost 80 cents of every dollar they now earn 
from their new job. This represents a very high marginal effective tax rate. It simply 
doesn’t pay to seek work. 


This so-called “welfare wall” needs to come down before true economic opportunity 
can open up. 


Today, I am announcing our intention to work with the provinces and territories to 
develop a new Working Income Tax Benefit, which would help people in this situation 
keep more of the money they earn and encourage them to take those critically important 
steps toward employment and self-sufficiency. The Government of Canada is prepared to 
invest $2.2 billion in this important innovation in both social policy and tax policy. 


To Build the Right Investment Environment: 


Since balancing the budget in 1997, this government has reduced personal income taxes 
each and every year. Indexation was fully restored, rates have been lowered and the 
amount Canadians can earn tax-free increased. 


These tax cuts have added up. A family with two children, earning $60,000, for 
example, now saves almost $3,500 compared to what they would have paid in 1997. 


Today, I am pleased to announce additional multi-year tax relief aimed at helping 
all Canadians—right now, and over the coming five years. 


In our last budget, the Government announced that we would increase the amount 
that Canadians can earn tax-free by progressively raising the basic personal amount to 
reach $10,000 by 2009. 


We also said at that time that we would do more, sooner, if the fiscal situation permits. 
It does and we are. I am pleased to announce that we will immediately increase the basic 
personal amount by $500. 


And we will go further to reduce personal income taxes across the board, beginning 
with the lowest rate. 


Currently, all Canadians pay federal tax of 16 per cent on the first $35,595 of income. 
We will lower that rate to 15 per cent, and we will do so reaching back to the beginning 
of 2005. 


For a typical two-earner family of four with a combined income of $60,000, these two 
measures—increasing the basic personal amount and reducing the bottom rate—would 
result in a tax saving of 20 per cent immediately, rising to an annual saving of 33 per cent 
by 2010. In total, our tax plan means a cumulative saving for this family of $3,300 over 
the next five years. 
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Within five years, we will also reduce the two middle personal tax rates—again by 
1 percentage point—to further lighten the burden on middle-income Canadians. 


In addition, many have argued that the top tax rate in Canada kicks in too early—at 
around $116,000 of income. We will raise that threshold within five years so Canadians 
will not pay the top rate of tax until their income reaches $200,000. This will help to 
retain and attract highly skilled workers and spur economic growth. 


In today’s more globally integrated economy, we need a tax system that also helps our 
companies to compete and succeed, invest, grow and create jobs. 


In our last budget, we announced a number of measures aimed at helping Canadian 
companies—especially small and medium-sized firms—to do just that. 


Today, in order to provide greater certainty and to maintain Canada’s competitive 
advantage, I am confirming that we will proceed with the remaining tax measures 
proposed in Budget 2005. In addition, to promote greater investment in new plants and 
technology, we will eliminate the federal capital tax as of 2006—two years earlier than 
originally planned. 


Our goal is to position Canadian firms with not only a statutory tax rate advantage but 
also a meaningful marginal effective tax rate advantage over the U.S. within five years. 
The reason is clear—to promote job creation and investment in Canada. 


To encourage Canadian success in international commerce, the Government will 
continue to enhance its tax treaties with other countries, including the United States. 
Indeed, we hope to make good progress with the United States this winter. 


With respect to the consultations launched in September on income trusts and other 
flow-through entities, I am encouraged that we are receiving many thoughtful, insightful 
proposals, and we look forward to additional substantive input in the weeks immediately 
ahead. We will examine this important matter with great care, and will respond promptly 
to the consultation process with a result that fosters savings, investment and overall 
economic efficiency. 


The tax relief measures that I have announced today will add up to more than 
$30 billion over five years—with the vast majority of that benefit (some 95 per cent of it) 
flowing to individuals and families. In fact, close to two-thirds of the benefit will go to 
those earning $60,000 or less. 


I am also pleased to note the recent decision to reduce the employment insurance 
rates again—from $1.95 down to $1.87, saving Canadian employees and employers 
another $800 million. 
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Conclusion 


Taken together, all these various measures represent the first steps toward the 
implementing of our Plan for Growth and Prosperity. Acting prudently and responsibly, 
we will go further, year by year. 


Canada’s progress since 1994 has given this nation the freedom to plan and the 
strength to succeed. It has placed Canadians in an enviable position, able to translate our 
past progress into an enduring advantage going forward. 


As in 1994, we have again taken a clear-eyed view of the challenges and opportunities 
before us—not, as then, just to set our basic economic house in order, but to set our sights 
boldly on a quality of life second to none. 


Our goal is a country of economic and technological excellence. 


An inclusive and caring country in which fairness and equality of opportunity are 
the measures of our progress; where diversity and tolerance are symbols of our civility 
and decency. 


A country prepared, determined and equipped to take its place as never before in the 
world’s markets and on the global stage of diplomacy, peacemaking and peacekeeping, 
foreign aid, and the promotion of human rights and freedoms. 


A country that embraces the 21st century with confidence, not just dreaming of what 
“might be” one day, but actually building it right now! 
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Introduction 


Mr. Chairman and members of the Committee: 


I am pleased to report that the economy is strong, government spending is 
focused, our debt is lower and taxes are coming down. 


We intend to reach higher and go farther for the benefit of families, 
students, workers and seniors from coast to coast to coast. 


Canada’s New Government has a bold new Plan to make our country 
a world leader by: 


e Eliminating Canada’s total government net debt in less than 
a generation; 


e Reducing personal income taxes for Canadians each year with the interest 
savings from this lower debt; 


e Reducing the paper burden on businesses by no less than 20 per cent; 


e Giving Canada the lowest tax rate on new business investment in all 
the G7 countries; and 


¢ Building modern infrastructure through innovative public-private 
partnerships. 


Mr. Chairman, today we are setting a new, national goal of eliminating 
Canada’s total government net debt by 2021. 


From this year forward, every dollar of every surplus of the Government 
of Canada will be applied to bringing down the debt. 


How will this benefit Canadians? 


Lower debt means lower interest payments. We believe those savings should 
be passed on directly to Canadian taxpayers. 


As we pay down Canada’s national mortgage, the interest savings generated 
by this reduced debt will be returned directly to Canadian taxpayers each 


and every year, through a reduction in personal income taxes. 


Lower debt means less interest means lower taxes. 
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Based on the $13.2-billion debt repayment we made for 2005-06, I am 
pleased to announce that personal income taxes will be reduced by almost 
$700 million starting in 2007 and, with future debt reduction, the tax 
savings will rise to $1.4 billion by 2011. 


We will do this every year: pay down debt, achieve interest savings, and 
apply those savings to personal income tax reductions. This “Tax Back 
Guarantee” will give Canadians a direct stake and a direct benefit in how 
we manage government finances on their behalf. We will do so just like 
any responsible family. 


Mr. Chairman, this is a unique and far-sighted initiative that will benefit 
Canadian families across the country, not just for today, but tomorrow 
as well. 


Today’s Economic and Fiscal Update sets out an additional $22 billion 
in new tax relief for Canadians over the next six years through: 


¢ Our “Tax Back Guarantee”; 


Our Tax Fairness Plan for seniors and pensioners; 
e A reduction in the EI premium rate, which will take effect in January; and 
e A second reduction in the GST to 5 per cent no later than 2011. 


This is in addition to the $20 billion in tax relief over two years for 
individuals announced in Budget 2006. 


Mr. Chairman, these historic measures will lead to significant positive 
change for all Canadians today and tomorrow. 


Our new Government’s first Economic and Fiscal Update is a positive story. 
We know where we are headed and we are confident we have the road map 
to get us there. 


Mr. Chairman, as you know, presentations such as these are filled with 
numbers. But what really matters is the people behind the numbers: the 
Canadians who get up every day and go to work, pay their taxes, abide 
by the laws of the land, and try and set a few dollars aside for retirement. 


Canada is great because hard-working Canadians made it great. 
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It is thanks to their efforts that we live in a country that rewards hard work, 
helps people get ahead, and provides services like health care and post- 
secondary education that are the envy of the world. 


The foundation that supports all that we do is a strong economy and well- 
managed government finances. 


In less than a year, Canada’s New Government has taken significant new 
steps to strengthen our economy and better manage our public finances on 
behalf of all Canadians. 


Today, we take the next step. 


I am pleased to present Advantage Canada: Building a Strong Economy 
for Canadians. This is a long-term economic plan designed to improve 
our economic prosperity today and in the future. 


It proposes steps to give individual Canadians even greater opportunities to 
fulfill their dreams of a good job, a home of their own and a retirement 
they can count on. Its purpose is to make their lives better by allowing their 
skills, their ambitions and their dreams to flourish. 


A Strong Economy 

Mr. Chairman, Canada is back. 

We stand on the best economic footing of any G7 economy. 

We are in the second-longest period of economic expansion in our history. 


We are an emerging energy superpower that is taking concrete action 
to improve our environmental sustainability and competitiveness. 


Today, the unemployment rate is near its lowest level in over 30 years, with 
more than 260,000 new jobs created so far this year, all of them full-time. 


More jobs and lower taxes have contributed to higher incomes for 
Canadian workers. 


At the same time, we face challenges such as a higher Canadian dollar and 
an increase in exports from emerging economies overseas—two key factors 
that have impacted our manufacturing sector in particular. 
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While this has clearly been difficult for the workers affected and their 
families, many new jobs have been created in high-wage sectors. 


At the same time, manufacturing investment in machinery and equipment 
is up and production is higher than in 2002, when the dollar began 
to appreciate. 


Mr. Chairman, I am pleased to report the outlook for our economy as a 
whole is encouraging. 


The private sector forecasters surveyed by the Department of Finance see 
further growth, but at a slower pace than expected a few months ago. They 
expect the economy to grow around 24 per cent both this year and next. 


Every economic forecast is subject to some degree of risk. The forecasts 
I am releasing today are no exception. 


e First of all, the U.S. housing market correction is substantial; 


¢ Secondly, uncertainty exists about the future prices for many of our key 
commodities—oil, natural gas and industrial metals—which have been 
hovering well above historical levels; and 


° Thirdly, with a growing U.S. current account deficit and the lack of 
exchange rate flexibility in emerging Asian nations, we face the risk of the 
U.S. dollar depreciating further against currencies such as ours, resulting 
in additional pressure on our exporters. 


Despite these risks, I am confident in the underlying strength of the 
Canadian economy and our ability to deal with these and other potential 
risks, should they arise. 


A Strong Balance Sheet 


Mr. Chairman, a strong economy requires sensible, strong Government 
of Canada finances. 


We have an obligation to Canadians to manage their hard-earned tax dollars 
effectively and efficiently. 


That’s how families in every community in this country handle their 
finances, and they have every right to expect nothing less from 
their government. 
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We made it clear that we would pursue an ongoing strategy to review and 
scrutinize all government expenditures—a strategy focused on results and 
value for money. 


Mr. Chairman, Canada’s New Government will keep our books balanced 
and maintain a tight rein on spending. 


This has not been the case with previous governments. 


Over the past five years of the previous government, total program 
spending grew by an average of 8.2 per cent each year. In 2004-05 alone, 
growth in spending increased by 14.4 per cent. 


This growth was neither sustainable nor desirable. 


That’s why, when we announced our $13.2-billion surplus for 2005-06 

in September—the third-largest in Canadian history—we also announced 
detailed actions to achieve a further $1 billion in savings this year and next, 
as promised in Budget 2006. 


Program spending this year and next is now projected to be lower than 
expected at the time of the budget, thanks to this Government’s greater 
fiscal discipline. 


Spending in 2006-07 will now come in $1.2 billion lower than anticipated 
last May. 


Mr. Chairman, in our first budget, we announced a new, more transparent 
and accountable approach to budget planning. This was necessary to restore 
credibility to the budget process. 


Budget planning is now done over a two-year time horizon to provide 
greater certainty. The former practice of adjusting the budget projections 
for economic prudence has been discarded. 


Canada’s New Government is also publicly releasing, for the first time ever, 
our own fiscal projections along with the fiscal projections of four leading 
private sector forecasting organizations. 


This will allow Members of Parliament and interested Canadians to 
compare and contrast each of the forecasts, and it will make our forecasts 
more credible and more predictable. 
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I will now present the Government’s fiscal forecasts for the current year and 
for each of the five years following that. 


These numbers take into account the full cost of measures announced in 
our May budget and since then, the $3 billion set aside each year in debt 
reduction, and further tax relief commitments I am announcing today. 
For planning purposes, our expected budget balances are as follows: 

e In 2006-07, $4.2 billion; 

In 2007-08, $3.5 billion; 

In 2008-09, $2.4 billion, 

In 2009-10, $2.0 billion, 

In 2010-11, $3.6 billion; and 

In 2011-12, $2.9 billion. 


Mr. Chairman, at first glance these appear to be large numbers. Let me put 
them into perspective. 


Out of revenues of more than $200 billion each year, a surplus of 
$4.2 billion represents only 2 per cent. 


That leaves government with a very small margin for error. 


For example, a small, unexpected decrease of just 1 per cent in revenues 
would eat up some $2 billion out of that surplus number. 


That’s why we must continue to manage carefully each hard-earned 
tax dollar. 


Unlike previous governments, we don’t see surpluses as a licence to spend. 


In fact, quite the opposite. We see modest surpluses as a chance to focus on 
the priorities of Canadians. 


As you can see, Mr. Chairman, our finances are clearly in order. But we 
must ensure these surpluses are used wisely and that Canadians and their 
families get good value for money. 


That requires a focused, long-term economic plan. 


Mr. Chairman, we have such a plan. 


Presentation “iy 


A World of Challenges and Opportunities 


Canadians are blessed with one of the world’s strongest and most 
sophisticated economies. We have generous benefit programs and first-rate 
public services. 


This didn’t just happen. This success required planning, ambition and hard 
work over the years, traits that were handed down through generations. 


Our parents and grandparents made this country great, and for that we owe 
them our gratitude. 


Now we owe it to ourselves, to our own children and grandchildren to put 
our minds and our resources to best use so that we can deal with the 
challenges we will face over the next decade and beyond. 


Over the past number of years, the ground rules of the global economy 
have changed. 


We live in a changing and exciting time. People, jobs and investment capital 
move more rapidly across the globe than ever before. 


Advances in communications technology, reduced trade barriers and 
declining transportation costs affect business decisions across the globe. 


Talented, motivated people have become the world’s most 
valuable resource. 


Meanwhile, here at home, baby boomers are set to retire in record 
numbers, testing our capacity to maintain our improved standard of living. 


With the right plan, determination and political will, Canada can become 
a new leader in this fast-changing global economy. 
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A Plan for a Better Future 
That’s what Advantage Canada is all about. 


Our economic Plan is about giving Canada and Canadians the key 
advantages needed to compete today and succeed for years to come. 


Our Plan aims to improve our quality of life by building a strong economy 
that is not only fit for the 21st century, but equipped to lead in the 
21st century. 


It focuses on creating five key advantages: 


e A tax advantage, by reducing taxes for all Canadians and establishing the 
lowest tax rate on new business investment in the G7; 


e A fiscal advantage, by eliminating Canada’s total government net debt 
in less than a generation; 


e An entrepreneurial advantage, by reducing unnecessary regulation and 
red tape and increasing competition in the Canadian marketplace; 


e A knowledge advantage, by creating the best-educated, most-skilled and 
most flexible workforce in the world; and 


e An infrastructure advantage, by building modern, world-class 
infrastructure that ensures a seamless flow of people, goods and services 
over our roads and bridges and through our ports, gateways and public 
transit networks. 


Advantage Canada is based on four key principles, each one of which will 
act as a prism through which issues will be viewed and policy decisions 
made in the years to come. 


Those principles are: 

e Focusing government on what it does best; 

e Creating new opportunities and choices for people; 
e Investing for sustainable growth; and 


e Freeing businesses to grow and succeed. 


Let me take a minute to focus on each principle. 
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Focusing Government 


First of all, focusing government so it is effective, efficient and gets results 
for people. 


Nations don’t become world leaders by accident. They excel when their 
governments focus on the things they need to do, and do them well. 


How well they tackle debt is one of those critical areas. 
Canadian families instinctively understand why reducing debt is important. 


In every household budget, families know that money spent paying off 
credit cards or making mortgage payments is money not available to spend 
on renovating their house, paying for the education of their children or 
saving for retirement. 


Mr. Chairman, government debt is nothing less than Canada’s 
national mortgage. 


Reducing debt frees up funds to reduce taxes or to invest in other priorities 
such as health care, education, public services, better roads and bridges, 
safer communities or a cleaner environment. 


Reducing debt helps keep interest rates low, which allows Canadians to 
borrow money for the things that matter to them and their families. 


Reducing debt helps our economy better deal with the risks of external 
economic shocks that are beyond our control or domestic challenges 
such as an aging population. It gives us more fiscal room to prepare for 
these changes. 


Most of all, reducing debt is a matter of fairness for future generations. 
After all, those who benefited from years of overspending have an 
obligation to help bring it down. To do otherwise is to mortgage the future 
of our children and grandchildren. 


Canada’s New Government has made significant progress on this front. 
We made one of the largest debt reductions in Canadian history: 

$13.2 billion. Canada’s federal debt now stands at roughly $481 billion, 
down $81 billion from its peak a decade ago. 
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That’s progress, but we clearly need to do more, much more, to bring that 
debt down and free up resources for the priorities of Canadians. 


We believe it’s time to mobilize Canadians to make a national commitment 
to pay off Canada’s national mortgage. 


We want to lift that heavy weight off the shoulders of the next generation 
of Canadians so that they can invest more on a better future for themselves 
and their families. 


That is why I’m pleased to announce that Advantage Canada is proposing 
to eliminate Canada’s total government net debt by 2021. 


As a first milestone, the Government will move up its commitment to 
reduce the federal debt-to-GDP ratio to 25 per cent by 2012-13, a full 
year ahead of what had been planned previously and two years ahead of 
the target set by the previous government. 


This is the right thing to do. But we can and must do more. 
As we lift the debt burden, we must also lift the tax burden. 


That’s why our “Tax Back Guarantee” will dedicate all interest savings from 
the shrinking federal debt to personal income tax reductions. 


As debt reduction continues and interest savings accumulate, so too will 
the tax reductions for Canadian families and taxpayers. 


Less debt means less interest means lower taxes. 


Mr. Chairman, to show we mean business, we will set aside funds in 
the next budget for tax reduction equivalent to the interest savings 
associated with the $13.2-billion debt reduction this past fiscal year— 
almost $700 million that will be allocated to permanent and ongoing 
tax reduction. 


Combined with the interest savings from the planned $3-billion debt 
reduction set aside for this year and future years, this tax relief will rise to 
about $800 million for taxpayers in 2007-08, and will rise to an even 
greater tax reduction of $1.4 billion by 2011-12. 


It’s time to give Canadian taxpayers a direct stake and a direct benefit from 
balancing the budget each year and reducing government debt. 
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Let me stress that these tax reductions are on top of other tax measures this 
Government will introduce or has already announced. 


Mr. Chairman, also key to a sound financial footing is low, stable and 
predictable inflation. 


Maintaining low inflation goes right to the bottom line of every household 
budget. It makes mortgage rates affordable, allowing more families to 
purchase new homes. It secures the value of incomes and keeps buying 
costs stable. 


In 1991, the Government and the Bank of Canada adopted an inflation- 
target regime that has kept inflation low and stable. This has allowed 
households and businesses to benefit through lower mortgage and 

loan costs. 


Today, I am pleased to announce that the Government and the Bank of 
Canada have agreed to renew Canada’s inflation-control target for a further 
five years, to 2011. 


The inflation target will continue to be the 2 per cent mid-point of the 
1 to 3 per cent inflation-control range. 


Focusing government also means responsible spending—ensuring value for 
money and focusing on areas of federal responsibility. 


Building on last year’s lower spending, our new economic Plan proposes to 
keep the growth rate of program spending on average below the rate of 
growth of the economy. 


To that end, the President of the Treasury Board will outline shortly the 
Government’s new Expenditure Management System. 


It will ensure that federal spending delivers results, is guided by clearly 
defined objectives and goes towards the highest priorities of Canadians. 


Mr. Chairman, restoring fiscal balance is also an important part of 
Advantage Canada. Provinces and territories will be key partners in 
delivering this Plan. 


Budget 2006 set out a clear plan to restoring fiscal balance in Canada based 
on key principles. We are proceeding with this plan. 
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Consultations have been held for the past several months at many levels 
with provincial and territorial governments on all aspects of fiscal balance. 
Next month, I will be meeting my provincial and territorial colleagues 
for the second time this year. Canada’s New Government is committed 
to open federalism and respect for the roles and responsibilities of each 
order of government. 


We can build a stronger economy for all Canadians through long-term, 
predictable federal funding in infrastructure and post-secondary education 
and training, a return to principles-based Equalization and Territorial Formula 
Financing programs, and a more efficient, effective economic union. 


Advantage Canada will help us build this stronger economy for 
all Canadians. 


Creating New Opportunities 
and Choices for People 


Mr. Chairman, the second principle of our Advantage Canada Plan is to 
create new opportunities and choices for people. 


With a smaller, more focused government, we can lower taxes to create 
incentives for Canadians to save and to succeed. 


We will be able to keep our best and brightest in Canada, while attracting 
the people our country will need to build a strong economy. 


We believe our role as government is to ensure equality of opportunity for 
Canadians, not equality of outcomes. 


That starts with a lower tax burden. Canadians simply pay too much tax 
compared to other countries we compete with for talent, skilled workers 
and foreign investment. 


Canada’s New Government began to reduce taxes in our first budget last 
May. We reduced the GST, increased the amount Canadians can earn 
without paying federal income tax, permanently reduced the bottom rate, 
introduced the Canada Employment Credit and brought in several targeted 
tax relief measures. Twenty-nine separate tax reductions in every area 

the Government collects revenue. 
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The Tax Fairness Plan we announced on October 31 went even further 
for Canada’s seniors. We increased the age credit amount by $1,000 and 
introduced income splitting for pensions to increase the rewards from 
retirement saving. 


These measures will result in substantial savings for Canadian seniors. 

I encourage everyone to check out the Senior’s Tax Savings Calculator on 
the Department of Finance website. It shows, for example, that a senior 
couple with a single pension income of $30,000 will save $1,118 in federal 
tax. That’s a savings of some 27 per cent. 


Budget 2006 and our Tax Fairness Plan took significant steps to get this 
country back on track and to begin to create a tax advantage for Canada. 


We need to go further. 


To create a greater tax advantage for Canada and Canadians over the 
coming years, our new economic Plan proposes to: 


e Reduce the GST even further to 5 per cent, as promised; 


¢ Deliver a Working Income Tax Benefit in Budget 2007 to help low- and 
modest-income Canadians get ahead and get over the welfare wall; 


¢ Continue to reduce personal income taxes to make the tax system fairer 
and to attract and retain highly skilled workers; and 


e Reduce taxes on savings, including on capital gains, to make Canada’s 
system more competitive. 


Creating a tax advantage will reward initiative and help Canadian families 
pay the bills. It will help keep highly skilled Canadians in Canada and make 
our country the destination of choice for highly skilled people from around 
the world. 


Reducing taxes alone is not enough. We must also do a better job of 
investing in post-secondary education and training. 


To secure our quality of life and be a leader in the global economy, we need 
to retain and attract the best talent in the world—innovators, entrepreneurs, 
researchers, risk takers and achievers. 


That’s why our Plan proposes to step up investments in research equipment 


in universities and colleges and in graduate scholarship support including 
for science and engineering. 
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We will also enhance the quality of education and skills of Canadians 
through stable and predictable funding for post-secondary education and 
training. We will modernize the student financial assistance system so it 
does the job better for young Canadians. 


Just as crucial will be bringing under-represented Canadians into the 
country’s economic mainstream: Canadians with low and modest incomes, 
Aboriginal Canadians, older workers, persons with disabilities 

and immigrants. 


Our country simply cannot afford to leave anyone behind. Advantage 
Canada aims to help all Canadians reach their full potential. 


We will provide new opportunities for people to contribute their talents 
and abilities more fully to society by: 
e Eliminating barriers to labour force participation; 


e Improving the Temporary Foreign Worker Program to respond to 
employer needs; and 


e Making it easier for Canadian-educated foreign students to stay 


in Canada. 


As a society, we will all benefit from their greater participation in our 
nation’s economic life. 


Investing for Sustainable Growth 


Mr. Chairman, the third principle of Advantage Canada is investing for 
sustainable growth. 


Canada’s New Government will show leadership and make the smart 
investments our country needs to excel in three crucial areas: 

e Research and development; 

e The environment; and 

e Infrastructure. 


Each of these is critical to ensure long-term economic growth and 
opportunity for Canadians. 


Advantage Canada aims to make Canada a clear research and development 
and innovation leader. 
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The federal government currently invests some $3 billion a year in research 
in post-secondary institutions and $2 billion a year on its own research. 
This primary research can pave the way for later-stage, potentially profitable 
research by industry. 


We will improve public investment in R&D. At the same time, we will make 
sure that investment reflects national priorities and focuses on the 
best projects. 


Although Canada leads the G7 in public sector R&D investment, that 
unfortunately is not the case for our private sector. 


Advantage Canada will create the right kind of tax and business 
environment that will encourage the private sector to turn bright ideas into 
new products, services and technologies to generate more economic growth 
and create new well-paying jobs for Canadians. 


Our Plan proposes to develop and implement a new, comprehensive, 
excellence-based science and technology strategy. This strategy will allocate 
government funding and resources to the highest research priorities, better 
align post-secondary research with the needs of business, and fully prepare 
young Canadians for work in a knowledge-intensive economy. 


To retain and attract highly skilled and mobile people, however, we must go 
beyond science and technology strategies and public investments in R&D. 


We need to provide a clean and healthy environment in which to work, live 
and raise our families. Advantage Canada recognizes that creating more 
liveable communities also makes good economic sense. 


The issues of the economy, the environment and energy are inextricably 
interwoven. Our Plan recognizes these integral and concentric relationships. 
These issues will advance together in our Plan. 


Canada’s new Clean Air Act provides a direct path towards this goal. 
It will deliver: 
° The first-ever comprehensive federal regulation to reduce air pollution, 


© The first-ever federal regulation that will reduce greenhouse gas 
emissions in Canada, mot use taxpayers’ money to buy emission reduction 
credits abroad; and 


© The first-ever federal clean air regulation of all industrial sectors 
in Canada. 
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This Government will continue to focus on environmental improvements 
based on results, not unachievable targets. And we will invest in sustainable 
environmental technologies where Canada can lead the world. 


A clean, healthy environment also requires modern infrastructure. We must 
improve our roads, bridges, borders and public transit to clear the air, cut 
the commute and drive the economy. 


That includes making smart investments to ensure goods and people move 
across the country and across our borders safely and effectively, on time and 
at reasonable cost. It means getting cars off of our roads, and reducing 
gridlock in our cities. 


Advantage Canada builds on the unprecedented $16.5-billion investment 
in infrastructure outlined in Budget 2006. We will provide long-term, 
predictable funding and a fair and transparent allocation of program 
funding supporting, among other investments, improvements to Canada’s 
core national highway system. 


We will also look for ways to get more out of infrastructure investments by 
taking advantage of the innovative financing provided through public- 
private partnerships. 


And let me say, Mr. Chairman, that we believe there is a lot of room 
for improvement in how we manage infrastructure projects. 


Take, for example, the Windsor-Detroit Corridor. Windsor- Detroit is 
the crossing point for 28 per cent of all trade in goods between Canada and 


the United States. 


It is just not acceptable that, after all these years, governments have 
not finished the job to make this crossing more efficient and secure. 


Surely we can do better, and we will. A financing strategy for this vital crossing 
will be addressed in the next budget to get the job done expeditiously. 
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Freeing Businesses to Grow and Succeed 


Mr. Chairman, the fourth and final principle of Advantage Canada is to 
free businesses to grow and succeed. 


Businesses don’t need more government meddling. They need government 
to get out of the way, and to free them to do what they do best—invest, 
expand and create jobs. 


Our Plan will eliminate unnecessary and costly regulations and red tape. 
This will encourage businesses to invest more in training, machinery, 
equipment and innovation. 


We will reduce the federal paperwork burden by at least 20 per cent. 
We will work with leading small business organizations such as the Canadian 
Federation of Independent Business to achieve this goal. 


Our Plan will open the doors wider to trade and investment within our own 
country and with the rest of the world. 


Advantage Canada includes the creation of a new Global Commerce 
Strategy to extend the advantages we already enjoy through the 
North American Free Trade Agreement. 


Our Plan will build on the corporate tax reduction measures we introduced 
in Budget 2006. We will lower taxes further to make Canada’s businesses 
more internationally competitive. Our clear objective is to achieve the 
lowest tax rate on new business investment among all G7 countries. Our 
determination to do so was made clear with our recent announcement of a 
further reduction of the corporate tax rate to 18.5 per cent in 2011. 


Provinces also have a role to play in creating a positive business 
environment. We will accelerate discussions with the provinces to eliminate 
costly internal barriers to trade and mobility and to build on our leading- 
edge financial system by establishing a common securities regulator. We also 
encourage the provinces to move ahead with the harmonization of sales 
taxes with the GST, which would substantially reduce the rate of taxation 
on new investments. 
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Canadians Can Make It Happen 


Mr. Chairman, today I have set out the performance and prospects of our 
economy, the Government’s determination to maintain strong finances, and 
our bold new Plan to improve our country’s economic prosperity both 
today and in the future. 


I have set out a new, long-term plan called Advantage Canada. 
A Plan to build a strong economy for Canadians. 


A Plan that will give Canada and Canadians the five key advantages we need 
to achieve and succeed in today’s global economy: 


e A tax advantage, by reducing taxes for all Canadians and establishing the 
lowest tax rate on new business investment in the G7; 


e A fiscal advantage, by eliminating Canada’s total government net debt in 
less than a generation; 


e An entrepreneurial advantage, by reducing unnecessary regulation and 
red tape and increasing competition in the Canadian marketplace; 


e A knowledge advantage, by creating the best-educated, most-skilled and 
most flexible workforce in the world; and 


e An infrastructure advantage, by building the modern infrastructure we 
need to sustain our growth. 


Mr. Chairman, we have already begun to implement our Advantage 
Canada Plan. We will continue to do so in Budget 2007 and in the years 
to follow. 


With this Plan, and the time-tested courage, compassion and determination of 
Canadians, we can continue to be a shining example to the rest of the world. 


The world needs Canada—our brains, our resources, our skills and our 
resolve—and the world needs Canada to be strong and successful. 


Our Government is mindful of its responsibility and the trust Canadians 
have placed in us. 


We will not betray that trust. 


Canada’s New Government is getting things done for Canadian families, 
students, workers and seniors. We are acting in their interest and in the interest 
of the nation to ensure we are the best we can be, now and in the future. 


Thank you. 
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VY Private sector forecasters expect Canadian real gross domestic 
product (GDP) to grow around 2% per cent in both 2006 and 
2007. They expect nominal GDP in 2006 to be somewhat lower 
than they expected at the time of the May 2006 budget, 
primarily because of a lower forecast for GDP inflation. 


Y Real GDP growth moderated in the second quarter of 2006 after 
strong growth in the first quarter. Net exports have continued to 
be a drag on growth, but domestic demand growth has remained 
strong, supported by a healthy labour market. 


Y Inthe United States economic growth has slowed, primarily 
due to a sharp decline in housing activity and slower consumer 
spending. 


Y Despite slower growth in the U.S., the global expansion is 
projected to remain broadly on track, supported by 
strengthening activity in Europe, the ongoing recovery in 
Japan and continuing strong growth in emerging markets 
such as China. 


WY The risks to the Canadian economic outlook remain 
largely external. 


— The correction to the U.S. housing market and its impact 
could be more severe than expected, resulting in a more 
pronounced slowdown of the U.S. economy. 


— The prices of many commodities are well above historical 
norms, leading to the possibility of a significant correction. 
This poses a significant downside risk to Canadian nominal 
GDP growth. As well, a sharper than expected U.S. slowdown 
or a deceleration of growth in China from its current rapid 
pace would also pose a downside risk to commodity prices. 


— There is also a risk that the U.S. dollar could depreciate 
further against floating currencies such as the Canadian dollar 
in response to global current account imbalances. This would 
pose additional challenges to Canada’s export sector. 


Note: This chapter incorporates data available up to November 3, 2006. 
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Introduction 


This chapter reviews recent economic developments and prospects. It first 
discusses recent developments and the outlook for the U.S. and overseas 
economies, followed by a review of recent developments in the Canadian 
economy. It then describes the economic-planning assumptions that 
underlie the Government’s budget plan and notes a number of risks and 
uncertainties associated with the private sector economic outlook. 


U.S. and Overseas Economic Developments 
and Outlook 


Recent U.S. Economic Developments 


In 2005, U.S. real GDP grew 3.2 per cent. Real GDP growth slowed to 
2.6 per cent in the second quarter of 2006, following strong growth of 

5.6 per cent in the first quarter (Chart 1.1). The slowdown primarily 
reflected weaker growth in consumer spending as well as a large decline 

in residential investment. Advance National Accounts estimates show that 
third-quarter growth moderated to just 1.6 per cent due largely to a further 
contraction in residential investment, weaker net exports and a slower pace 
of inventory accumulation. 


Recent data reveal a growing dichotomy within fixed investment. 
Non-residential investment remained healthy in the second quarter, 
growing 4.4 per cent. However, residential investment dropped over 
10 per cent in the second quarter. According to advance estimates of the 
National Accounts, non-residential investment grew 8.6 per cent in the 
third quarter, while residential investment contracted by 17.4 per cent. 
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The correction in residential investment follows several years of 
rapid growth. Low interest rates and the development of attractive 
unconventional mortgage products, such as interest-only mortgages and 
non-prime lending, made housing more affordable, boosting housing 


demand and construction activity. 


Gatien 
U.S. Real GDP Growth 


per cent, period to period at annual rates 
6 =: 


2005 2005 2005 2005 2006 2006 2006 
Q1 Q2 Q3 Q4 Qi Q2 Q3! 


' Advance estimates of the National Accounts. 
Source: U.S. Bureau of Economic Analysis. 
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These factors led to a significant appreciation of house prices in the U.S. 
over the past few years (Chart 1.2). House prices grew rapidly and likely 
exceeded values warranted by fundamentals in many markets. Strong 
growth in house prices also fuelled expectations of continued rapid price 
gains, which in turn added a speculative component to housing demand. 
Soaring house prices boosted household wealth, allowing households to 
increase spending from current income as well as withdraw equity from 
their houses. This has translated into higher consumer spending and a lower 
personal savings rate. 


Chart 1.2 
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The removal of monetary stimulus by the Federal Reserve since 
mid-2004 has led to a tightening of credit conditions and lowered the 
attractiveness of purchasing houses, thereby reducing demand and slowing 
house price appreciation. This in turn has reined in expectations of future 
house price inflation. A high past level of construction also led to an 
inventory overhang, putting additional downward pressure on housing 
prices and leading to an abrupt correction in housing starts. 


The realignment of house prices to their fundamental values is negatively 
affecting wealth and likely played a role in the weakening in consumer 
expenditure growth in the second quarter. Partly offsetting this, however, 
has been a recent decline in gasoline prices, which frees up household 
income for other purchases. 


U.S. Economic Outlook 


Moderating domestic demand, driven by a cooling housing market, is 
expected to lower economic growth to below potential in the second half 
of 2006 and into 2007. However, solid wage growth and lower energy 
prices should support household expenditures. Strong business investment, 
reflecting an ongoing catch-up in non-residential structures spending from 
the protracted weakness that followed September 11th, should also help 
prevent a sharper slowdown of the U.S. economy. As well, strengthening 
growth abroad and the past depreciation of the U.S. dollar should support 
export growth. 


For 2006 as a whole, private sector forecasters expect U.S. real GDP to 
increase 3.4 per cent, up from 3.2 per cent expected in March 2006 and 
unchanged from the April 2006 Blue Chip Economic Indicators forecast 
presented in the May 2006 budget (Chart 1.3). Private sector forecasters 
expect 2007 growth of 2.5 per cent, down from 2.8 per cent expected in 
March 2006. They expect 2008 growth to strengthen to 3.1 per cent. 
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Chart 1.3 
U.S. Real GDP Growth Outlook 
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Sources: March 2006 and September 2006 Department of Finance surveys of private sector forecasters. 


Overseas Economies 


Despite the expected slowdown in U.S. economic growth next year, 

the global expansion is projected to remain broadly on track, supported 
by solid economic activity in Europe, the ongoing recovery in Japan and 
continuing strong growth in emerging markets such as China. Overall, 
the International Monetary Fund (IMF) expects world real GDP growth 
(calculated at market exchange rates) to pick up from 3.4 per cent in 2005 
to 3.8 per cent in 2006, before moderating to 3.5 per cent in 2007 
(Chart 1.4). 
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Chart.1.4 
World Real GDP Growth Outlook 


per cent 
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Note: World GDP data are calculated using market exchange rates. 
Source: IMF, World Economic Outlook (September 2006). 


In Japan, the recovery is now well established, with the economy 
growing in each of the past six quarters, supported by a solid expansion 
of domestic demand. The IME expects the expansion to remain firmly 
on track, as strong profits and a rebound in bank credit bolster private 
investment, while consumer spending remains steady. Real GDP growth 
is expected to edge up to 2.7 per cent in 2006 before moderating to 
2.1 percent in 2007. 


Economic activity remains strong in China, spurred on by a renewed 
pickup in investment and surging exports. Despite a series of measures to 
cool down the economy, the pace of expansion is expected to remain rapid 
at 10 per cent in both 2006 and 2007. There is potential for the economy 
to overheat, raising the risk of an investment boom-bust cycle. A sharper 
than expected U.S. slowdown would likely put downward pressure on 
exports and investment. 
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In the euro area, economic growth is strengthening, with growth 
increasingly driven by domestic demand, in particular business investment. 
The IMF expects business investment to continue to support economic 
activity in the second half of this year, with economic growth for 2006 
projected to be 2.4 per cent, up from 1.3 per cent in 2005. Growth is 
expected to moderate to 2.0 per cent in 2007, largely reflecting a slower 
pace of consumer spending in Germany due to planned tax increases. 


Growth has been solid in the United Kingdom over the first half of the 
year, as healthy employment gains have supported consumer spending, and 
investment has remained strong. Economic activity is expected to remain 
solid in the near term, with real GDP growth of 2.7 per cent in both 2006 
and 2007. 


Commodity Prices 


Prices for key Canadian commodities have remained volatile in recent 
months. Crude oil and industrial metals prices remain at historically 
elevated levels despite recent declines, reflecting ongoing strong global 
demand growth and tight supply conditions. At the same time, higher 
inventory levels have resulted in sharply lower prices for natural gas, 
while lumber prices have dropped significantly in response to slowing 
U.S. housing demand. 


Crude oil prices rose from US$72 per barrel at the time of the May 2006 
budget to daily highs of close to US$77 in mid-summer, before dropping 
to under US$60 in recent weeks. The recent decline reflects easing 
geopolitical tensions, higher inventory levels and expectations of increased 
production capacity. However, despite a slowing U.S. economy, global oil 
demand is expected to remain strong, led by continued solid growth in 
China. Moreover, the risk of further geopolitical disruptions remains. As a 
result, private sector forecasters expect only a modest decline in oil prices 
from 2005 levels over the medium term. 


After adjusting for inflation, this would leave crude oil prices close to 
record highs reached in the late 1970s over the near term, and well above 
their average over the last 35 years (Chart 1.5). However, industrialized 
economies are far less exposed to the negative impacts of higher oil prices 
than in the 1970s, using only approximately half as much oil, relative to 
GDP, as they did then. 
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Sources: Bridge Commodity Research Bureau; 
U.S. Bureau of Labor Statistics. 


Natural gas prices fell sharply over the past year, as a warmer than normal 
winter and the absence of hurricane-related disruptions pushed inventory 
levels well above recent historical averages. Private sector forecasters expect 
prices to rebound moderately over the near term, however, reflecting 
growing substitution away from relatively more expensive oil for home 
heating and electricity generation. While forecasters expect prices to remain 
below the record levels seen in 2005, they expect prices to remain 
significantly above their historical average. 


Lumber prices, which have fallen by more than one-third since 
early 2005, are expected to remain at or below current levels over the 
near term, reflecting ongoing weakness in U.S. housing demand 
(Chart 1.6). Industrial metals prices are expected to moderate from 
current record highs but remain above historical trend levels, fuelled by 


continued strong demand from China. 
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Canadian Economic Developments 


Canadian real GDP growth softened to 2.0 per cent in the second quarter 
of 2006 from 3.6 per cent in the first quarter and 2.9 per cent in 2005, as 
net exports weakened significantly. Growth in final domestic demand also 
moderated but remained solid in the second quarter (Chart 1.7). 


Net exports have been a drag on growth in every quarter over the past 
year. The strength of the Canadian dollar and a slowing U.S. economy in 
the second quarter led to a decline in exports in the first half of 2006. 

The strong dollar has also contributed to strong import growth by reducing 
the prices of foreign goods and services. 
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Chart 1.7 
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Solid growth in final domestic demand has been supported by a healthy 


labour market. In the first five months of 2006, employment rose at a solid 


pace, pushing the employment rate to a record high of 63.2 per cent in 
May and the unemployment rate to 6.1 per cent, the lowest level since 
December 1974. Employment then fell between June and August, before 


increasing at a healthy pace in September and October. The unemployment 


rate remained close to its over 31-year low at 6.2 per cent in October. 
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So far in 2006, the Canadian economy has created over 260,000 new 
jobs, almost all of which are full-time. All regions of the country have 
benefited from the gain, with western Canada experiencing the strongest 
growth. In Ontario and Quebec, losses in manufacturing employment that 
are in part due to the stronger Canadian dollar have been more than offset 
by widespread gains in the services sector (Chart 1.8). 


Chart 1.8 
Contribution to Employment Growth by Region 
percentage points from December 2005 to October 2006 
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‘Resources include agriculture, forestry, fishing, mining, oil and gas, and utilities. 
Sources: Statistics Canada; Department of Finance calculations. 


The high rate of job creation, combined with recent tax cuts, has 
contributed to strong income growth, which in turn has supported 
consumer spending. Consumer spending rose a solid 4.2 per cent in 
the second quarter of 2006 following growth of 5.1 per cent in the 
first quarter (Chart 1.9). In particular, spending on durable and 
semi-durable goods continued to grow strongly in the second quarter 
after surging in the first. 
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Chart 1.9 
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Source: Statistics Canada. Source: Statistics Canada. 


Growth in business non-residential investment has also remained solid, 
despite some moderation from the double-digit increases seen during most 
of 2005. Real investment in machinery and equipment (M&E) rose 
8.8 per cent in both the first and second quarters of 2006, while real 
investment in non-residential structures increased 5.5 per cent in the second 
quarter following growth of 8.2 per cent in the first (Chart 1.10). The 
continuing strength in investment partly reflects the appreciation of the 
Canadian dollar, which has lowered the costs of imported M&E. As well, 
strong profit growth has boosted investment, particularly in the oil and 
gas sector, which accounts for about a quarter of total non-residential 
investment in Canada. In the second quarter of 2006, corporate profits 
stood at 13.7 per cent of GDP, near the record high of 14.3 per cent 
reached in the fourth quarter of 2005 (Chart 1.10). 
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Chart 1.10 
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Strong corporate profits have been supported by significant 
improvements in Canada’s export prices. Continued increases in world 
demand have driven up the prices of Canadian-produced commodities, 
which, combined with ongoing adjustments to global current account 
imbalances, has led the Canadian dollar to appreciate since the beginning 
of 2003 (Chart 1.11). 


Rising prices of commodity exports, particularly oil, have led to strong 
growth in commodity-producing provinces, especially Alberta. Wages in 
Alberta have jumped in response to a tight labour market in the province, 
with average hourly wages of employees in October 5.6 per cent higher 
than a year earlier, compared with growth of 3.1 per cent for all of Canada 
over the same period. 
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Chart 1.11 
The Canada-U.S. Exchange Rate 
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An influx of workers from other parts of the country has resulted in 
strong demand for housing in Alberta, causing house prices to soar. 
Prices of resale housing in Alberta were 39 per cent higher in September 
than a year earlier—more than four times the increase for Canada as a 
whole. While the housing market remains very active in British Columbia 
and Alberta, growth in house prices has moderated in most other regions 
of the country. 


As a result of strong increases in house prices as well as in the prices 
of many services, Alberta accounted for more than one-quarter of core 
Consumer Price Index (CPI) inflation in Canada in September. Core 
CPI inflation in Canada had remained at or below 2 per cent since the 
beginning of 2004 before rising to 2.3 per cent in September. However, 


core CPI inflation excluding Alberta has continued to be below 2 per cent 
(Chargisl2)), 
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Chart 1.12 
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per cent, year over year Including and Excluding Alberta 


per cent, year over year 
2.6 


— Core CPI including Alberta 
Core CPI excluding Alberta 


2.4 


Dre. 


a 


1990 1993 1996 1999 2002 2005 fay ane Jul Jan a 
2005 2005 2006 2006 


1 Core CPI inflation is the all-items CPI excluding Sources: Statistics Canada; Department of 
the eight most volatile components as well as the Finance calculations. 

effect of changes in indirect taxes on the 

remaining components. 
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In September, total CPI inflation eased to 0.7 per cent, the slowest rate 
since March 2004. Lower inflation in September mainly reflected a fall in 
gasoline prices. The 1-percentage-point reduction in the goods and services 
tax rate has also helped to reduce total CPI inflation since July. 


The Bank of Canada left its key policy rate unchanged in its July, 
September and October fixed action dates after seven consecutive 
25-basis-point increases over nine months. The Bank expects that the 
small amount of excess demand currently in the economy will unwind over 
the coming months, with core CPI inflation returning to 2 per cent by the 
middle of 2007. 
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Private Sector Economic Forecasts 


The Department of Finance surveys private sector economic forecasters 

on a quarterly basis regarding their outlook for the Canadian economy. 

The economic forecasts reported here reflect the survey conducted by the 
Department following the release of the second-quarter National Income 
and Expenditure Accounts by Statistics Canada on August 31. A total of 

15 forecasters responded to the latest survey. Their responses form the basis 
for economic assumptions that underlie the five-year status quo fiscal 
projections reported in the next chapter. 


Short-Term Outlook 


Chart 1.13 provides a summary of the forecasts of real and nominal GDP 
growth for the period 2006 to 2008. The key change to the outlook since 
the May 2006 budget is that private sector forecasters expect nominal GDP 
growth to be weaker in 2006, primarily as a result of weaker GDP inflation. 


Private sector forecasters expect real GDP to grow by 2.8 per cent in 
2006, down slightly from 3.0 per cent anticipated at the time of the 2006 
budget (Chart 1.13). Growth is expected to slow modestly to 2.7 per cent 
in 2007, identical to the budget forecast. The forecasts of real GDP growth 
in 2007 range from 2.3 per cent to 3.1 per cent, reflecting differing views 
regarding the U.S. outlook. In 2008, growth is expected to pick up to 
3.0 per cent, slightly stronger than the 2.9 per cent anticipated at the time 
of the budget. According to the IMF, Canada is expected to have the 
second fastest growth rate in 2006 among Group of Seven (G7) countries, 
second only to the United States. For 2007, the IMF expects Canada to be 
the fastest-growing economy among the G7. 


Private sector forecasters have lowered their forecast for GDP inflation in 
2006 from 2.9 per cent to 2.1 per cent, reflecting lower than expected 
energy prices in the first half of the year (Table 1.1). For 2007, forecasters 
expect GDP inflation of 1.9 per cent, slightly higher than anticipated at the 
time of the budget. Private sector forecasts for GDP inflation in 2007 range 
from 0.9 per cent to 2.8 per cent. Forecasters expect GDP inflation of 
1.9 per cent in 2008. 
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Chart 1.13 
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As a result, nominal GDP is projected to grow 5.0 per cent this year 
and 4.6 per cent in 2007, compared to 6.0 per cent and 4.6 per cent, 
respectively, in the budget forecast (Chart 1.13). Private sector forecasts of 
nominal GDP growth range from 3.2 per cent to 5.9 per cent in 2007, 
For 2008, nominal GDP growth of 4.9 per cent is projected, higher than 
the 4.6 per cent anticipated at the time of the budget. 


Based on private sector forecasts, the level of nominal GDP in 2006 is 
projected to be about $13.5 billion lower than expected at the time of the 
2006 budget, after adjusting for historical revisions. The level of nominal 
GDP is projected to be approximately $14.2 billion lower in 2007 and 
$10.2 billion lower in 2008 than expected at the time of the budget. 
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Short-term interest rates are projected to average 4.1 per cent in 2006, 
slightly higher than the 4.0 per cent in the budget forecast. Forecasters 
expect that short-term rates will average 3.9 per cent in 2007 and 
4.2 per cent in 2008, both slightly lower than expected at the time of 
the 2006 budget. 


Private sector forecasters expect Canadian long-term interest rates to 
average 4.3 per cent in 2006 and 2007—about 15 basis points lower, on 
average, over this period than forecast in the budget. For 2008, private 
sector forecasters expect long-term interest rates to average 4.6 per cent, 
50 basis points lower than expected at the time of the budget. 


Private sector forecasters expect the Canadian labour market to remain 
healthy. The unemployment rate is forecast to average 6.4 per cent in 2006 
and 6.5 per cent in both 2007 and 2008, slightly lower than anticipated 
at the time of the budget. Forecasters have raised their outlook for 
employment growth in 2006 from 1.5 per cent in the budget to 
1.8 per cent. Employment growth is expected to slow somewhat from 
this strong pace to 1.2 per cent in 2007 and 2008. 


Medium-Term Outlook 


Private sector forecasters have not significantly revised their medium-term 
economic outlook for 2009 to 2011 since the budget survey. Real GDP 
growth is expected to average 3.0 per cent over 2009 to 2011. Forecasters 
expect GDP inflation to average 1.7 per cent over the period, leaving 
average annual growth in nominal GDP unchanged at 4.7 per cent. Short- 
term and long-term interest rates are expected to rise very gradually from 
their 2006 levels to 4.4 per cent and 5.1 per cent, respectively, by 2011. 
The unemployment rate is expected to average 6.4 per cent over 2009 to 
2011 and employment growth is forecast to average 1.2 per cent over 

the period. 
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Table 1.1 
Private Sector Forecasts for 2006-2011 


Average 
2006 2007 2008 2009-2011 


(per cent, unless otherwise indicated) 


Real GDP growth 


May 2006 budget aU) Lif 2.9 2.9 

November 2006 Economic and Fiscal Update 2.8 ent 3.0 2.0 
GDP inflation 

May 2006 budget 2.9 1.8 KG 1.8 

November 2006 Economic and Fiscal Update rel 1.9 1.9 197 
Nominal GDP growth 

May 2006 budget 6.0 4.6 4.6 4.7 

November 2006 Economic and Fiscal Update 0) 4.6 4.9 4.7 
Nominal GDP level (billions of dollars) 

May 2006 budget! 1,454 1,520 1,590 n/a 

November 2006 Economic and Fiscal Update 1,440 1,506 1,580 n/a 
3-month treasury bill rate 

May 2006 budget 4.0 4 4.3 4.4 

November 2006 Economic and Fiscal Update 4.1 3.9 Bae 43 
10-year government bond rate 

May 2006 budget 4.4 4.5 Del D2 

November 2006 Economic and Fiscal Update 4.3 43 4.6 5.0 
Unemployment rate 

May 2006 budget 6.6 6.6 O/ 6.5 

November 2006 Economic and Fiscal Update 6.4 65, 6.5 6.4 
Employment growth 

May 2006 budget 405 i ees 1.4 ee 

November 2006 Economic and Fiscal Update 1.8 TW gi ee 
U.S. real GDP growth 

March 2006 survey of private sector forecasters 3.2 2.8 3.1 3.1 

November 2006 Economic and Fiscal Update 3.4 a0 3. ay 
Addendum 


U.S. real GDP growth 
May 2006 budget (April 2006 Blue Chip 


Economic Indicators) 3.4 a n/a n/a 
October 2006 Blue Chip Economic Indicators ee 2.6 eal Sue 


1 Nominal GDP levels have been adjusted to reflect May 2006 revisions to Canada’s National Income and 
Expenditure Accounts. 


Sources: March 2006 and September 2006 Department of Finance surveys of private sector forecasters; 
April 2006 and October 2006 Blue Chip Economic Indicators. 
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Risks and Uncertainties 


The main risks to the Canadian economic outlook continue to be external. 
Recent developments suggest that the correction in the U.S. housing 
market could be sharper than previously expected. There is also a risk of a 
significant drop in the prices of certain commodities, which are well above 
historical norms. As well, global imbalances remain large and continue to 
pose a medium-term risk to the outlook. 


U.S. Housing Market 


The private sector forecast for the U.S. economy is consistent with a 
significant further correction in the U.S. housing market. However, there 

is a risk that this correction could be greater than expected. A larger than 
expected house price correction would negatively affect consumer wealth 
and have negative implications for consumer demand. There is also a risk of 
a sharper than expected contraction in residential investment. Weaker than 
expected U.S. consumer spending and residential investment would have 
negative implications for Canadian growth. 


Commodity Prices 


Uncertainty over the future path of commodity prices remains a key risk 

to the outlook. Although the possibility of further price increases remains, 
the risk of greater than expected declines has risen recently. Indeed, the 
unexpected recent sharp decline in crude oil prices, the bulk of which 
occurred since the September Department of Finance survey of private 
sector forecasters, means that there is a risk that GDP inflation in the 
second half of 2006 could be below expectations. This would have negative 
implications for the level of nominal GDP for both 2006 and 2007. 


Prices for several key commodities remain well above historical levels, in 
real terms, leading to the possibility of a significant correction in the near 
term. Real industrial metals prices are currently approximately 75 per cent 
above their average levels since the early 1970s, almost entirely due to 
strong demand from China. Similarly, real crude oil prices remain close 
to twice their average level over the same period, despite recent declines, 
in large measure due to strong growth in demand from China and the 
United States. Natural gas prices are also close to double their average 
over the period as a result of strong U.S. demand and higher oil prices. 


A sharper than expected slowdown in U.S. growth, as well as a 
deceleration of growth in China from its current rapid pace, could cause 
commodity prices to fall more than anticipated, translating into lower than 
expected Canadian nominal GDP over the medium term. 
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Resolution of Global Imbalances 


Global current account imbalances remain large (Chart 1.14). In 2005, 
the U.S. current account deficit grew to 6.4 per cent of U.S. GDP 
(almost 2 per cent of world GDP) and was matched by growing surpluses 
in China, oil-exporting countries and Germany. Current account surpluses 
remained large in Japan and the rest of emerging Asia as well. 


Although the U.S. has thus far been able to finance its current account 
deficit, it is unlikely that deficits of this magnitude can be maintained 
indefinitely. Sustained large U.S. current account deficits have meant that 
U.S. net foreign indebtedness has steadily risen, reaching 21 per cent of GDP 
in 2005. The U.S. current account deficit must fall from its current high level 
if further substantial increases in net foreign debt are to be avoided. 


Slowing growth in the U.S., strengthening growth in the euro area and 
solid growth in Japan will help to reduce imbalances, though the impact 
is likely to be small. Greater currency flexibility in emerging Asia and a 
reduction in the U.S. fiscal deficit would also help to correct global 
imbalances. However, there is a risk that the main channel of adjustment 
could be a further depreciation of the U.S. dollar against floating currencies 
such as the Canadian dollar, and this would pose additional challenges to 
Canada’s export sector. 


Chart 1.14 
World Current Account Balances 
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Y The fiscal outlook has improved since the May 2006 budget, 
largely due to lower than expected program expenses and 
stronger than expected personal income tax revenues. After 
accounting for the cost of measures announced since the budget 
and the Government’s minimum tax and debt reduction 
commitments, the Government projects a planning surplus of 
$4.2 billion for 2006-07, $3.5 billion for 2007-08, $2.4 billion 
for 2008-09, $2.0 billion for 2009-10, $3.6 billion for 2010-11 
and $2.9 billion for 2011-12. These surpluses are available for 
new spending and debt and tax reduction initiatives. 


Y The Government believes that we should aim as a country to 
eliminate Canada’s total government net debt in less than a 
generation. The federal government will do its part by 
continuing to plan for annual debt reduction of $3 billion. 
Further, it is advancing its commitment to reduce the federal 
debt-to-GDP (gross domestic product) ratio to 25 per cent by 
one year, to 2012-13, from 35 per cent today. 


Y Lower debt will mean lower taxes. To ensure that Canadians 
benefit directly from reductions in Canada’s debt, the 
Government will dedicate the effective interest savings 
from federal debt reduction each year to personal income tax 
reductions. To the extent that the Government realizes 
unanticipated surpluses, it will accelerate debt and personal 
income tax reductions. 


Y The Government is committed to keeping the growth of 
program expenses below the growth of the economy over the 
medium term. The Government took an important step in 
meeting this objective in 2005-06, when program expenses fell 
for the first time in nine years. For 2006-07 and 2007-08, 
program expenses are projected to be lower than estimated in 
the May 2006 budget. Keeping the growth of spending below 
the rate of growth of the economy will contribute to further 
reductions in public debt and in taxes. 
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Revenues as a share of GDP are projected to decline from 

16.2 per cent in 2005-06 to 15.3 per cent in 2011-12, reflecting 
the ongoing implementation of tax reduction measures, 
including the reductions announced in the Tax Fairness Plan. 


The Canada Employment Insurance Commission has set the 
2007 premium rate at $1.80 per $100 of insurable earnings, 
down from the 2006 rate of $1.87. The premium rate reduction, 
combined with an increase in the maximum insurable earnings 
to $40,000, will save employers and employees $420 million. 


This Economic and Fiscal Update builds on the changes made 
in Budget 2006 to improve the transparency and accountability 
of budget planning. It includes the Government’s own estimate 
of the surplus as well as the estimates of four leading private 
sector forecasting organizations to allow comparison between 
different views on the fiscal outlook. 


The fiscal projections are subject to risks associated with the 
economic outlook and changes in the relationship between 
economic growth and tax revenues, particularly personal: and 
corporate income tax revenues. For 2006-07, the level of 
departmental spending is also an important variable. The 
projections of the Government’s fiscal position for the current 
and the next two fiscal years will be updated in the budget. 
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New Approach to Budget Planning 


and Fiscal Forecasting 


Budget 2006 introduced a new approach to budget planning. Under this 
new approach: 


The Government will plan on achieving annual debt reduction of $3 billion. 


The former practice of adjusting the budget projections for economic 
prudence has been discontinued. 


Quarterly updates of the fiscal outlook for the current year are 
now provided. 


The focus of budget planning will be on the near term, where uncertainties 
are fewer and the Government can reasonably be held to account. 


This Economic and Fiscal Update builds on the changes made in 


Budget 2006. 
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Canada’s New Government believes that we should aim as a country 
to eliminate Canada’s total government net debt by 202] at the latest. 


The federal government will show leadership by continuing to plan 
on annual debt reduction of $3 billion. 


The federal government is also advancing its commitment to reduce 
the federal debt-to-GDP ratio to 25 per cent by one year, to 2012-13. 
This will bring the federal debt burden to its lowest level since the 

late 1970s. 


To ensure that Canadians benefit directly from reductions in the federal 
debt, the Government will dedicate the effective interest savings from 
debt reduction each year to personal income tax reductions. 


To the extent that the Government realizes unanticipated surpluses, 
it will accelerate debt and personal income tax reductions. 


For planning purposes and to show the medium-term implications 

of current policies, The Economic and Fiscal Update presents fiscal 
projections for the current and the next five years. However, since a short 
planning horizon is appropriate for budgetary decisions, the budget 

will continue to focus on a two-year horizon. 


Five-Year Fiscal Projections ube 


oa 


¢ In this Update, the Government’s fiscal projection is presented alongside 
those of four private sector organizations. While the Government’s 
projection is the basis for fiscal planning, presenting the four private 
sector fiscal projections separately allows comparison between different 
views on the fiscal outlook. 


e To incorporate objective economic assumptions, the Government’s fiscal 
projection is based on the average of private sector economic forecasts, 
consistent with past practice. A total of 15 economic forecasters 
responded to the latest survey by the Department of Finance. The four 
private sector organizations used their own economic assumptions to 
prepare their fiscal projections. 
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Changes in the Fiscal Outlook Since 
the May 2006 Budget 


Table 2.1 
Summary of Changes in the Fiscal Outlook Since 
the May 2006 Budget 


Actual _ Projection 
2005-06 2006-07 2007-08 
(billions of dollars) 
May 2006 budget underlying surplus 8.0 3.6 4.4 
Impact of economic and fiscal developments 
Budgetary revenues 
Personal income tax 0.7 2.9 2.9 
Corporate income tax -2.8 -2.6 -1.8 
Goods and services tax ee ie) fea 
Other revenues Zid 0.4 0.6 
Total revenues 1a 1.9 2.8 
Program expenses 
Transfer payments 0.0 0.2 0.0 
Direct program expenses 3.9 ae a2 
Total program expenses 3.9 2.4 2 
Public debt charges -0.1 02 0.2 
Total economic and fiscal developments Die 4.4 4.1 
Impact of policy changes 
Net impact of measures announced 
since the budget! -0.8 =112 
Revised underlying surplus ASe2 fe 7.3 


Notes: A positive number implies an improvement in the budgetary balance. 
A negative number implies a deterioration in the budgetary balance. 
Totals may not add due to rounding. 


| A detailed list of the measures is provided in Table 2.2. 


Table 2.1 shows the changes to the Government’s fiscal position as a result 
of economic and fiscal developments since the May 2006 budget. The 
Government’s fiscal situation is now stronger than projected at the time 

of the budget, primarily due to lower than expected program expenses 

and higher than expected personal income tax revenues. 
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In Budget 2006, the underlying surplus was estimated at $8.0 billion for 
2005-06, $3.6 billion for 2006-07 and $4.4 billion for 2007-08. The final 
budget surplus for 2005-06 was larger than expected primarily because of 
lower than expected program expenses. Program expenses were $3.9 billion 
lower while revenues were $1.3 billion higher than projected in the budget, 
largely reflecting one-time accounting adjustments. The surplus resulted in 
a corresponding reduction in the federal debt. 


Going forward, revenues are projected to be $1.9 billion higher in 
2006-07 and $2.8 billion higher in 2007-08. The increase in 2006-07 
is largely driven by an upward revision to projected personal income tax 
revenues, which have grown at roughly twice the rate of growth in personal 
income in the first six months of 2006-07. The higher level of personal 
income tax revenues in 2006-07 carries forward to 2007-08. 


In contrast, corporate income tax revenues in 2006-07 are projected to 
be $2.6 billion lower than projected at the time of the May 2006 budget. 
This revision reflects the carry-forward of the lower than expected 2005-06 
outcome, when corporate income tax revenues grew more slowly than 
corporate profits. The impact of the lower 2005-06 outcome is expected 
to be mitigated somewhat in 2007-08, due to stronger forecast growth in 
corporate profits relative to the budget projection. 


Goods and services tax (GST) revenues are projected to be higher than 
projected at the time of the budget, reflecting the carry-forward of higher 
than expected GST revenues in 2005-06. 


Before the cost of measures announced since the budget, program 
expenses are expected to be $2.4 billion lower in 2006-07 and $1.2 billion 
lower in 2007-08 than expected at the time of the budget, largely reflecting 
the Government’s commitment to implement new programs only when 
they are ready. Spending on a number of programs announced in the 
May 2006 budget, as well as programs announced by the previous 
government, will be lower than projected at the time of the budget. This 
is in addition to the $1 billion of savings this year and next announced in 
Budget 2006 and confirmed by the President of the Treasury Board 
in September. 
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In the 2005 budget, the previous government launched a reform of 
government procurement. Savings from this initiative were estimated at 
$204 million for 2006-07, rising to $888 million per year for 2009-10 
and subsequent years. 


After taking office, Canada’s New Government undertook an assessment 
of the procurement reform initiative and has determined that the projected 
savings were significantly over-estimated. The Government currently 
estimates that the shortfall will be $1.4 billion over the 2007-08 to 
2011-12 period. This revised fiscal target is reflected in the spending 
projections. Additional work is required and the Government will report 
on progress in the 2007 budget. 


The net impact of new measures announced since Budget 2006 is 
$0.8 billion in 2006-07 and $1.2 billion in 2007-08. A detailed list of 
the measures is provided in Table 2.2. Spending measures include costs 
associated with extending Canada’s mission in Afghanistan, the evacuation 
of citizens from Lebanon, as well as funding for the 2010 Olympic Games 
in Vancouver. On the revenue side, tax reduction measures include the 
increase of the age credit and pension income splitting announced as part of 
the Government’s Tax Fairness Plan. The Canada- United States Softwood 
Lumber Agreement will lead to higher revenues and expenses, but it will 
have no net fiscal impact as the revenue and expense flows are offsetting. 


These developments result in a revised underlying surplus of $7.2 billion 
in 2006-07 and $7.3 billion in 2007-08. 
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Table 2.2 
Measures Announced Since the May 2006 Budget 


2006-07 2007-08 
(millions of dollars) 


Spending measures 


Afghanistan mission 206 915 
Lebanon evacuation 94 
2010 Olympic Games 50 
Extension of employment insurance (El) pilots— 

additional five weeks! 14 92 
Meteorological services in Newfoundland and Labrador 2 2 
Older workers in vulnerable communities 21 38 
Eastern Ontario Development Program 10 
Extension of transitional measures for El! 13 20 


Recognition programs for ethnocultural groups 


Transformational Plan—Department of Fisheries and Oceans ave 59 
City of Québec airport ale) 

Egmont Group secretariat 2 
Subtotal 432 788 
Less 

Funding included in the fiscal framework 218 603 
Revenue measures 

Increase of the age credit 405 345 
Pension income splitting 165 (ayge) 
Beer and wine excise duty reduction 6 8 
Subtotal 576 1,028 


Canada-United States Softwood Lumber Agreement (SLA) 

Spending impact 
Remittance to provinces of export charge revenue 482 516 
Transfer of revenue to U.S. interests under terms of SLA 500 

Revenue impact 


Export charge -482 -516 
Special charge -500 
Net cost 0) 0) 
Net cost of measures announced since the May 2006 budget 790 1,21 3 


Note: Totals may not add due to rounding. 
1 Fully reflected in the El rate. 
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Summary of Five-Year Fiscal Projection 


Table 2.3 
Summary Statement of Transactions 


Actual Projection 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 


(billions of dollars) 


Budgetary revenues 222.2 229.4. (2380 245.46 253.9 2640 2655 
Program expenses 175:2 187.6" 196.1 2004 Zier 220 rama 
Public debt charges 33.8 34.6 34.7 34.6 34.7 34.6 34.6 
Total expenses 20910  222:2 230.87) 829971 Wa 2arsy P2592 eyzoanl 
Underlying surplus 13:2 hes Te) 6.4 Onl 9.4 yreeyij 


Government fiscal 
commitments 


Planned debt reduction 3.0 3.0 3.0 3.0 3.0 3.0 
Reduce GST to 5 per cent i Peis 6.4 


Interest savings dedicated 
to personal income tax 
reductions 


$13.2-billion debt reduction 

in 2005-06 Ou” 0.7 OL (0 pF 0.7 
$3-billion-per-year debt 

reduction starting 


in 2006-07 0.2 0.3 0.5 0.6 0.8 
Total 0.8 1.0 ea 1:3 1.4 
Planning surplus’! 4.2 3.5 2.4 2.0 3.6 2.9 
Federal debt? 481.54 wATS:5.% Af5:.50) AL25 PAGO. ) 1406.5) 468-5 
Per cent of GDP®° 
Budgetary revenues 16:2 15.9 ihowel TH To 15.3 Teno 
Program expenses Wes) 13.0 13.0 12.9 12.9 ak 12.6 
Public debt charges 250 2.4 2.3 are eel 2.0 1.9 
Total expenses 15.2 15.4 HORS: Set 120 are Was 
Federal debt 35.1 33.2 316 29.9 28.4 26.9 25.0 
Nominal GDP 
(billions of dollars, 
calendar year) Wort Yaa” T5067 680" 968s “1-7e4 Tate 


Note: Totals may not add due to rounding. 
' The remaining surplus of $4.2 billion in 2006-07 will be used to reduce federal debt and fund other priorities. 
? For planning purposes, federal debt is assumed to be reduced by $3 billion per year. 


3 These calculations do not reflect the commitment to dedicate interest savings to personal income tax 
reductions and the reduction of the GST to 5 per cent. 
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Table 2.3 summarizes the Government’s fiscal projections for the current 
and the next five years. 


Budgetary revenues are expected to increase by $7.2 billion in 2006-07, 
$8.6 billion in 2007-08, $7.4 billion in 2008—09 and $8.5 billion in 
2009-10. Thereafter, revenues increase by $10.7 billion in 2010-11 
and $12.2 billion in 2011-12. This takes into account the measures 
announced since the budget, including tax reductions announced in the 
Tax Fairness Plan. 


In 2005-06, program expenses fell $1.1 billion, the first decline in nine 
years. With this decline, program expenses in 2005-06 were $3.9 billion 
lower than projected in the May 2006 budget. Reflecting the Government’s 
diligent approach to expenditure management, program expenses in 
2006-07 and 2007-08 are also projected to be lower than estimated in the 
budget by $1.2 billion and $0.5 billion respectively. This takes into account 
the cost of measures announced since the budget, including the Canada- 
United States Softwood Lumber Agreement, where the federal government 
acts as a financial intermediary, with incremental spending offset by 
additional revenues. 


From 2008-09 to 2011-12, growth in program expenses is expected to 
average 3.9 per cent, well below average GDP growth over that period. 


The increase in interest rates over the past year is expected to raise public 
debt charges by $0.8 billion in 2006-07. Thereafter, public debt charges 
are expected to remain relatively unchanged over the five-year horizon. 


Accounting for planned annual debt reduction of $3 billion, the 
reduction of the GST to 5 per cent and the commitment to dedicate 
interest savings to personal income tax reductions (see box on interest 
savings from debt reduction) leaves a planning surplus of $4.2 billion in 
2006-07, $3.5 billion in 2007-08, $2.4 billion in 2008-09 and $2.0 billion 
in 2009-10. The planning surplus rises in the following two years, to 
$3.6 billion and $2.9 billion. These surpluses are available for new spending 
and debt and tax reduction initiatives. 
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Interest Savings From Debt Reduction 


e To ensure that Canadians benefit directly from reductions in the federal 
debt, the Government will dedicate the effective interest savings from 
debt reduction each year to personal income tax reductions. 


e The effective interest savings resulting from debt reduction will be 
calculated as the annual reduction in federal debt multiplied by the 
average effective interest rate on the Government’s unmatured debt, 
currently 5 per cent. 


e Annual reductions in the federal debt are reflected in both decreases in 
the Government’s interest-bearing debt, which directly reduce interest 
costs, as well as increases in the Government’s net assets. Most of 
these net assets generate immediate returns or can be converted to 
cash in the future to pay down interest-bearing debt. 


e The commitment will apply to debt reduction for 2005-06 and 
subsequent fiscal years. Combined with the interest savings from the 
$13.2-billion surplus realized in 2005-06, the Government’s planned 
debt reduction of $3 billion per year will create room for personal 
income tax reductions of about $800 million in 2007-08, rising to 
$1.4 billion per year by 2011-12. 
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Revenue Ratio Declining Due to Tax Reductions 


Chart 2.1 
Revenue-to-GDP Ratio 


per cent of GDP 
19 --—_—-——- —-- 


Actual Projection 


—— Status quo revenue ratio 
---- Including the commitment to dedicate 
interest savings to personal income tax 
_ reductions and the reduction of the 
GST to 5 per cent 
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Sources: Department of Finance; Statistics Canada. 


A useful perspective on movements in tax revenues can be obtained by 
examining the revenue ratio—total revenues collected by the federal 
government in relation to total income in the economy (GDP). This ratio 
can be thought of as a proxy for the overall federal “tax burden” imposed 
on the economy. 


The status quo revenue ratio is projected to decline from 16.2 per cent 
in 2005-06 to 15.9 per cent in 2006-07, reflecting the impact of tax 
reduction measures, principally the 1-percentage-point reduction to the 
GST rate. Over the medium term, revenues are projected to grow more 
slowly than the economy, reflecting the ongoing implementation of tax 
reduction measures, including the reductions announced in the Tax Fairness 
Plan and increases to the basic personal amount. The commitment to 
dedicate interest savings to personal income tax reductions and the 
reduction of the GST to 5 per cent would lower the revenue ratio 
further to 14.8 per cent by 2011-12. 
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New Tax Reduction Measures Since Budget 2006 


Since Budget 2006, the Government has demonstrated that tax relief is a priority 
by announcing and committing to tax reductions, totalling $22.2 billion over 
six years, that will benefit all Canadians. 


e The Tax Fairness Plan, announced on October 31, will reduce taxes by 
restoring balance and fairness to the federal tax system. Under this Plan, 
the Government will: 


— Enhance the age credit by increasing it by $1,000 to $5,066, effective 
January 1, 2006. 


Introduce a new mechanism for pension income splitting by allowing 
Canadian residents to allocate to their resident spouse (or common-law 
partner) up to one-half of income qualifying for the existing pension 
income tax credit. 


Introduce a distribution tax on distributions from publicly traded income trusts 
and limited partnerships. 


Reduce the general corporate income tax rate by one-half percentage point, 
to 18.5 per cent, beginning in 2011. 


In addition, the employment insurance (El) premium rate will be reduced in 2007 
to $1.80 per $100 of insurable earnings, from $1.87 in 2006. This premium rate 
is forecast by the Human Resources and Social Development (HRSD) Chief 
Actuary to generate just enough premium revenue in 2007 to cover El program 
costs for that year. The HRSD Chief Actuary has also calculated the maximum 
insurable earnings (MIE) for 2007 as being $40,000, up $1,000 from its 2006 
level. Taking into account the additional contributions associated with the rise 

in the MIE, the reduction in the rate will save employers and employees 

$420 million compared to the 2006 premium rate and MIE. 


To ensure that Canadians benefit directly from reductions in the federal debt, 

the Government will dedicate the effective interest savings from debt reduction 
each year to personal income tax reductions. Combined with the interest savings 
from the $13.2-billion surplus realized in 2005-06, the Government's planned 
debt reduction of $3 billion per year will create room for personal income tax 
reductions of about $800 million in 2007-08, rising to $1.4 billion per year 

by 2011-12. 


In addition, the Government will reduce the GST rate to 5 per cent starting no 
later than January 1, 2011, leading to additional savings for Canadians of about 
$7.9 billion. 


2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 Total 
(millions of dollars) 


Tax Fairness Plan 7A) 1,020 1,065 1,106 1,545. 6,545 
El premiums Zo 420 420 420 420 2,225 
Interest savings 810 960 1,110 ; 1,410° 5,550 
GST “6a F270 
Total tax relief 
commitments since 
Budget 2006 695 2,200 2,445 2,635 ; 9,745 22,190 
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Program Expenses-to-GDP Ratio Lower Than 
Projected in Budget 2006 


Chart 2.2 

Program Expenses-to-GDP Ratio 

per cent of GDP 
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Actual Projection 
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— _ November 2006 Economic and 
Fiscal Update projection 
— — May 2006 budget projection 
1999-00 2001-02 2003-04 2005-06 2007-08 2009-10 2011-12 
* 
Budget projections are presented over a two-year time horizon. The May 2006 budget projection 


has been adjusted to reflect revised GDP. 
Sources: Department of Finance; Statistics Canada. 


Following unsustainable increases between 1999-2000 and 2004-05, 
program expenses as a share of GDP declined significantly in 2005-06 to 
12.8 per cent from 13.7 per cent in 2004-05. For 2006-07 and 2007-08, 
program expenses as a percentage of GDP are lower than projected in 
Budget 2006, reflecting tight control over the implementation of programs 
announced in the 2006 and previous budgets. In 2008-09 and beyond, 
program expenses are projected to decline as a proportion of GDP on a 
status quo basis. 


In some years, growth in program expenses may exceed the rate of 
growth of the economy, for example because economic growth is lower 
than expected or because unforeseen factors require a temporary increase 
in spending. In general, and as a matter of principle, the Government is 
committed to keeping the growth of program expenses below the growth 
of the economy over the medium term. The Government took an 
important step in meeting this objective in 2005-06, when program 
expenses fell for the first time in nine years. To the extent spending growth 
is kept below the growth in the economy, this will contribute to further 
reductions in public debt and in taxes given the commitment to dedicate 
interest savings to tax reductions. 43 
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Debt-to-GDP Ratio Falling 


Chart 2.3 


Federal Debt-to-GDP Ratio 


per cent of GDP 
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New 25-per-cent 
target 


2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 


Sources: Department of Finance; Statistics Canada. 


The federal debt-to-GDP ratio (accumulated deficit) stood at 38.3 per cent 
in 2004—05. As a result of the $13.2-billion surplus in 2005-06 the ratio 
dropped to 35.1 per cent, its lowest level in 24 years. For planning 
purposes, federal debt is assumed to be reduced by $3 billion each year. 
Taking into account planned debt reduction, along with the projected 
growth of the economy, the debt-to-GDP ratio is expected to fall to 

25.6 per cent in 2011-12, on target to meeting the new medium-term 
objective of 25 per cent by 2012-13. This will bring the federal debt 
burden to its lowest level since the late 1970s and will contribute towards 
the elimination of total government net debt in less than a generation. 


This goal of eliminating total government net debt can be achieved by 2021 
if provincial-territorial governments maintain balanced budgets and the 
Canada Pension Plan/Quebec Pension Plan continue to build assets as 
currently projected. For its part, Canada’s New Government will continue 
to plan for an annual debt reduction of $3 billion. Any surpluses recorded 
by provincial-territorial governments and federal surpluses in excess of 

$3 billion will contribute to accelerate the elimination of Canada’s total 
government net debt. 
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The falling debt burden is expected to result in declines in the share of 
revenues devoted to public debt charges. To ensure that Canadians benefit 
directly from reductions in the federal debt, the Government will dedicate 
the effective interest savings from debt reduction each year to personal 
income tax reductions. 


Federal Debt (Accumulated Deficit) and Total 
Government Net Debt 


Federal Debt (Accumulated Deficit) 


Since 2002-08, the financial statements of the Government of Canada have 
been presented on a full accrual basis of accounting. Under the previous 
accounting standard—modified accrual accounting—net debt and the 
accumulated deficit were identical. Under the new standard, net debt 

now includes a comprehensive costing for financial liabilities but excludes 
non-financial assets. The accumulated deficit includes both. It is the sum 

of all surpluses and deficits in the past. 


Federal debt, referred to in the budget documents and in the Annual 
Financial Report of the Government of Canada, is the accumulated deficit. 
It is the federal government’s main measure of debt, as annual changes in 
this measure correspond to the budgetary balance. 


Total Government Net Debt 


The full impact of public debt on the economy includes not only the 
federal government’s debt, but also debt of provincial-territorial and local 
governments, and the assets of the Canada Pension Plan and Quebec 
Pension Plan. That is why a standard measure of debt used by 
organizations such as the Organisation for Economic Co-operation and 
Development (OECD) is total government net debt. 


The OECD definition of total government net debt allows for comparisons 
across countries. It is calculated on a National Accounts basis. As such, the 
OECD definition is not directly comparable to federal debt (accumulated 
deficit) and excludes government employee unfunded pension liabilities, 
which are fully accounted for in federal debt (accumulated deficit). The 
annex contains more details. 
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Outlook for Budgetary Revenues 


Table 2.4 
Revenue Outlook 


Actual Projection 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 
(millions of dollars) 


Tax revenues 

Income tax 
Personal income tax 108,691 111,680 117,390 123,355 129,260 136,850 144,405 
Corporate income tax 31,724 32,780 35,005 33,890 33,720 33,690 35,400 
Other income tax 4,529 4340 4315 4545 4680 4,655 4,420 
Total income tax 139,944 148,750 156,710 161,790 167,660 175,195 184,225 


Excise taxes/duties 
Goods and services tax 33,020 30,970 30,895 32,150 33,595 35,320 37,005 
Customs import duties 3,330) 3,530" 3,710) ..3,885: 24,045 “4,195.5 .4,360 
Other excise taxes/ 


duties 9,806 10,165 10,245) 10;205* 10;285° 10;050" "O95 
Total excise taxes/ 
duties 46,156 44,665 44,850 46,240 47,875 49,565 51,280 
Total tax revenues 186,100 193,415 201,560 208,030 215,535 224,760 235,505 
Employment insurance 
premium revenues 16,535. 16,155. * 16,140 “T6:655" “17, Oo, 17,700) ta,c7 0 
Other revenues 19:568 19;860" 720,335 200/457 21,280) 22,110" 22,925 
Total budgetary 
revenues 222,203 229,430 238,035 245,430 253,920 264,600 276,800 
Per cent of GDP 
Personal income tax 7.6 7.8 6 7.8 rhe. 79 8.0 
Corporate income tax Pee 2.3 20 2.1 20 1.9 20 
Goods and services tax 2.4 ue 2a 220 2.0 2.0 2.0 
Total tax revenues 13.6 13.4 13.4 WS 2 13.0 13.0 13.0 
Employment insurance 
premium revenues We sleet Holl Vat 1.0 ila) 1.0 
Other revenues 1.4 1.4 1.4 1.3 we 166! dee 
Total Nec 15.9 15.0 uiov) 15.3 15.3 15.3 


Note: Totals may not add due to rounding 
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Table 2.4 provides an overview of the Government’s fiscal projections 

for budgetary revenues. Budgetary revenues are expected to grow by 

3.3 per cent in 2006-07, 3.8 per cent in 2007-08 and 3.1 per cent in 
2008-09. Revenue growth averages 4.1 per cent per year in the three years 
to 2011-12. These growth rates are lower than average growth in the past 
two years of 5.8 per cent, reflecting the expected slowing in nominal 

GDP growth and the implementation of tax reduction measures. 


Personal income tax revenues—the largest component of budgetary 
revenues—are projected to increase by $7.9 billion, or 7.7 per cent, in 
2006-07, significantly higher than the 4.7-per cent growth in the 
underlying personal income tax base. This updated projection is consistent 
with the strong growth in personal income tax revenues recorded last year 
and through the first half of this fiscal year. The projection incorporates the 
cost of the recently announced increase in the age credit, retroactive to 
January 1, 2006, and the introduction of pension income splitting, effective 
January 1, 2007. In the following three years, personal income tax revenues 
are projected to grow more in line with GDP, reflecting the impact of tax 
measures offsetting the upward drift in tax revenues due to projected real 
income gains. 


In 2006-07, corporate income tax revenues are expected to increase 
3.3 per cent, following a gain of 5.9 per cent in the previous year. The more 
modest growth reflects smaller gains in profitability in 2006, the elimination 
of the corporate capital tax as of Janaury 1, 2006, and the ongoing 
reduction in the corporate surtax. Absent policy changes, corporate income 
tax revenues are projected to grow largely in line with profit growth over 
the remainder of the projection period. From 2008-09 to 2010-11, 
corporate income tax revenues are projected to decline, reflecting the 
elimination of the corporate surtax and the legislated reductions in the 
general tax rate, including the recently announced 0.5-percentage-point 
reduction in the general corporate income tax rate effective in 2011. The 
projection of corporate tax revenues reflects the tax on distributions from 
publicly traded flow-through entities, effective in 2011, introduced under 
the Government’s Tax Fairness Plan, although this is offset in part by lower 
personal income taxes and lower non-resident withholding taxes. 
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Other income tax revenues—largely withholding taxes levied on non- 
residents—are expected to decline by 4.2 per cent in 2006-07, following a 
27.2-per-cent increase last year, which was attributable to strong growth in 
dividend payments to non-residents. Other income tax revenues are 
projected to decline by 0.5 per cent in 2010-11 and by 5.0 per cent in 
2011-12 with the introduction of the tax on publicly traded flow-through 
entities under the Tax Fairness Plan. Under the new regime, certain 
distributions of these entities will be subject to tax, thereby reducing 
distributions to non-residents. 


GST revenues are expected to decline by 6.2 per cent in 2006-07, 
reflecting the 1-percentage-point reduction in the GST rate, effective 
July 1, 2006. GST revenues decline by a further 0.2 per cent in 2007-08, 
the first fiscal year in which the lower GST rate is fully reflected. Thereafter, 
GST revenues grow in line with the underlying consumption base. 


After a decline of 2.0 per cent in 2005-06, other excise taxes and duties 
are projected to rise 3.7 per cent in 2006-07, largely reflecting the 
introduction of an export charge on softwood lumber exports to the U.S. 
effective October 12, 2006, consistent with the Canada-United States 
Softwood Lumber Agreement. The new export charge is determined in part 
by the price of softwood lumber, the volume of Canadian exports by region 
and the border measure that a province selects. The new export charge will 
have no net impact on the budgetary balance as export charge revenues 
collected by the Government of Canada, net of the costs of administering 
the agreement, will be distributed to provincial governments. 


EI premium revenues are expected to decline 2.3 per cent in 2006-07, 
reflecting the decline in the premium rate from $1.95 to $1.87 per $100 
of insurable earnings effective January 1, 2006, a further reduction 
to $1.80 per $100 of insurable earnings in January 2007, as well as the 
transfer to the province of Quebec of the responsibility for delivering 
maternity and parental benefits in that province along with the associated 
premium room, effective January 1, 2006. Consistent with the EI premium 
rate-setting mechanism, implemented in 2005, EI premiums are assumed 
to match projected EI program costs in the outer years of the projection. 
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Starting in 2007, insurable earnings covered by EI will increase because 
of the indexation of annual maximum insurable earnings to the growth in 
the average industrial wage. In 1996, the maximum level of insurable 
earnings, or the level of employment income on which EI premiums are 
payable, under the EI legislation was frozen at $39,000 until the average 
industrial wage reached that level. This will occur in 2007, with the result 
that annual maximum insurable earnings will increase to $40,000, rising 
thereafter in line with the average industrial wage. This change affects 
future growth in both premium revenues and benefits. 


Other revenues include those of consolidated Crown corporations, 
net gains/losses from enterprise Crown corporations, foreign exchange 
revenues, returns on investments and proceeds from the sales of goods and 
services. These revenues are volatile, owing partly to the impact of exchange 
rate movements on the Canadian-dollar value of foreign-denominated 
interest-bearing assets and to net gains/losses from enterprise Crown 
corporations. In 2006-07, other revenues are expected to increase by 
1.5 per cent. This weak growth reflects lower expected foreign exchange 
revenues, which were boosted last year by the change in the accounting 
treatment of the Government’s subscriptions with the International 
Monetary Fund. 
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Outlook for Program Expenses 


Table 2.5 
Program Expenses Outlook 


Actual Projection 
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 
(millions of dollars) 


Major transfers to persons 


Elderly benefits 28,992 30,615 32,060 33,435 34,915 36;505 38,270 
Employment insurance 

benefits! 14,417 14,875 15,075 15,565 15,980 16,560 17,150 
Children’s benefits 9200 > T1120) 115875" 11,880 1915) 11,9605 2005 
Total 52,609" 56,110 59,010 60,8680 62/810; 65,025 G7;425 


Major transfers to other 
levels of government 


Federal transfers in 
support of health and 


other programs 20,2204 20,040. 30,150 31,430. 33,0851-34,475.. 36,000 
Fiscal arrangements 10;739 - 13,055 13,190; 43,640. 14,105. 514,580 » 15,065 
Alternative Payments for 

Standing Programs 22/3 2,870 =S3.010 23,165. -3/326 26525 9 23)750 
Early learning and 

child care 650 
Canada’s cities and 

communities 562 600 600" ~7,000°~ 2,000" “2:000" 32,000 
Total 40,815 40,075 41,130 42,905 45,815 47,530 49,315 


Direct program expenses 81,789 91,4380 95,935 100,650 104,480 108,100 111,825 
Total program expenses 175,213 187,615 196,075 204,435 213,105 220,655 228,565 
Per cent of GDP 


Major transfers to persons 3.8 3.9 3.9 3.9 38 3.8 al 


Major transfers to other 
levels of government 3.0 Zuo 2a; Zi ae eat Pett 


Direct program expenses 6.0 6.3 6.4 6.4 6.3 6.2 6.2 
Total program expenses 12.6 13.0 13.0 12.9 12.9 L2G 12.6 


Note: Totals may not add due to rounding. 


1 El benefits include regular, sickness, maternity, parental, compassionate care, fishing and work-sharing 
benefits, as well as employment benefits and support measures. These represent 90 per cent of total 
El program expenses. The remaining El program costs (amounting to $1.6 billion in 2005-06) relate 
to administration costs. 
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Table 2.5 provides an overview of the Government’s projections for 
program expenses. Program expenses are expected to grow by 7.1 per cent 
in 2006-07 and 4.5 per cent in 2007-08. This growth reflects both lower 
expenses in 2005-06 and the slower than anticipated implementation of 
programs announced in the 2006 and previous budgets. Indeed, for 
2006-07 and 2007-08, program expenses are lower than projected in 
Budget 2006. Growth in the following four years averages 3.9 per cent, 
well below growth of the economy over that period. 


Program expenses consist of three major components: major transfers to 
persons, major transfers to other levels of government and direct program 
expenses—the latter includes subsidies and other transfers, as well as 
National Defence and all other departmental operating expenses. 


Major transfers to persons consist of elderly, EI and children’s benefits. 


e Elderly benefits grow by $1.6 billion, or 5.6 per cent, in 2006-07, 
reflecting the $18-per-month increases in the Guaranteed Income 
Supplement in January 2006 and January 2007. In the following five 
years, elderly benefits grow by an average of 4.6 per cent per year, 
reflecting the growth in the elderly population and changes in consumer 
prices, to which benefits are fully indexed. 


e EI benefits are estimated to decline slightly in 2006-07, reflecting 
improved labour market conditions as well as the transfer to the province 
of Quebec of the responsibility for delivering maternity and parental 
benefits in that province under the new Quebec Parental Insurance Plan 
starting January 1, 2006. This is partly offset by the first full-year impact 
of the labour market pilot projects, relating to high-unemployment 
regions, announced in 2005-06. The projected increase in 2007-08 
reflects a rise in the private sector forecast of the number of unemployed 
(see Chapter 1). Furthermore, starting in 2007, EI benefits are projected 
to increase because of the indexation of annual maximum insurable 
earnings to the growth in the average industrial wage in 2007. 


e Children’s benefits, including the Canada Child Tax Benefit (CCTB) 
and the Universal Child Care Benefit (UCCB), are expected to rise by 
$1.9 billion in 2006-07 and $0.8 billion in 2007-08, primarily reflecting 
the introduction of the UCCB on July 1, 2006. Starting in 2008-09, 
the growth in children’s benefits is largely determined by the growth 
in the number of children and changes in consumer prices, to which the 


CCTB is indexed. 
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Major transfers to other levels of government in 2006-07 are $0.7 billion, 
or 1.8 per cent, lower than in 2005-06, reflecting one-time payments made 
to the provinces and territories for post-secondary education infrastructure, 
public transit and affordable housing. Over the medium term, transfers 
increase from just over $40 billion in 2006-07 to almost $50 billion in 
2011-12, averaging 4.2 per cent growth per year. This growth reflects the 
impact of rising transfers for health, equalization and Territorial Formula 
Financing, as well as growing support for cities and communities. For 
planning purposes, this Update assumes the continuation of support for 
Canada’s cities and communities of $2 billion for 2010-11 and 2011-12. 


Direct program expenses include expenses for National Defence, Crown 
corporations, transfers administered by departments (for example transfers 
for farm income support and Aboriginal programming) and departmental 
operating costs. In 2005-06, direct program expenses declined by 
1.6 per cent. For 2006-07 and 2007-08, including measures announced 
since the May 2006 budget, the total amount of direct program expenses is 
$1.0 billion and $0.5 billion lower than expected at the time of the budget, 
reflecting tight control over the implementation of programs announced 
in the 2006 and previous budgets. For planning purposes, this Update 
assumes that support for all infrastructure-related projects is maintained 
through 2011-12. Starting in 2008-09, growth in direct program expenses 
is projected to average less than 4 per cent per year. 
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Private Sector Five-Year Fiscal Projections 


Table 2.6 
Private Sector Projections of Underlying Surplus 
on a Public Accounts Basis 


2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 
(billions of dollars) 


Conference Board of Canada 5.3 4.4 we %s0 10.8 18:8 
University of Toronto 7.0 4.5 5.4 6.6 9.9 13.1 
Global Insight 6.7 5.4 ene fie 9.7 11.9 
Centre for Spatial Economics 6.9 7.6 7.9 Lez 9.5 13:8 
Average of private sector 

projections 6.5 O10 6.8 hee 10.0 pisiis) 
Range of private sector 

projections ter Che eae) 0.9 1:3 ro FS) 


Government projection based 
on private sector economic 
assumptions fee ves) 6.4 6.1 9.4 13:7 


Difference between government 
projection and the average of . 
private sector projections Oy 1.8 -0.4 “1.1 -0.6 0.2 


Note: Numbers may not add due to rounding. 


To provide context for the Government’s fiscal projections, four private 
sector organizations developed their own fiscal projections. The four 
organizations are the Conference Board of Canada, the Institute for Policy 
Analysis of the University of Toronto, Global Insight and the Centre for 
Spatial Economics. 


Under the new approach, the four organizations each provided their own 
fiscal projections on both a National Accounts and a Public Accounts basis. 
The process involved three key steps. 


e Each of the four private sector forecasters developed projections of the 
federal budget balance on a National Accounts basis, based on their own 
economic forecasts and on tax and spending policies in place at the time 
of the May 2006 budget. 


e These projections were then translated to a Public Accounts basis. 
The conversions were largely prepared by the Department of Finance, 
subject to review and approval by the private sector organizations. 


e Finally, the Department of Finance adjusted the private sector Public 
Accounts projections to reflect the cost of initiatives announced since 
the budget and the updated projection of direct program expenses. 


53 


aly The Economic and Fiscal Update 


These figures can be directly compared to the Government’s projection 
of the underlying surplus presented in Table 2.3. For reference, the 
projections on a National Accounts basis prepared by each organization are 
provided at the end of this chapter. 


The four private sector organizations prepared their fiscal projections 
based on information publicly available as of the end of September. In 
preparing its fiscal projections, the Government had access to financial 
results for August and September 2006, which were not available to the 
four private sector organizations when they completed their projections. 


Table 2.6 presents the four private sector forecasting organizations’ 
projections of the underlying surplus. On average, the four private sector 
organizations project a surplus of $6.5 billion in 2006-07 and $5.5 billion 
in 2007-08, rising thereafter to $6.8 billion in 2008-09, $7.2 billion in 
2009-10, $10.0 billion in 2010-11 and $13.5 billion in 2011-12. 


The range between the lowest and highest projection is $1.7 billion in 
the first year of the planning period. It rises to above $3 billion in 2007-08 
and falls to below $3 billion in the following three years. In the last year 
of the projection, where uncertainty is greatest, the range widens to 
$3.5 billion. Compared to the sum of revenues and expenses, (over 
$430 billion in 2005-06 and growing), the range of private sector 
projections is very small. 


When compared to the private sector average, the Government’s 
projection of the underlying surplus is larger in the first two years but 
lower in subsequent years, with the exception of 2011-12, when the 
Government’s projection is slightly higher. In 2006-07 and 2007-08, 
the Government projects budgetary surpluses that are $0.7 billion and 
$1.8 billion larger than the private sector average. While underlying 
assumptions for GDP growth are similar in the Government and private 
sector fiscal projections, the Government expects a higher tax yield in these 
years. The higher tax yield in the Government’s projection reflects a view 
that the conditions that led to a high tax yield in 2005-06 and in the first 
half of the current fiscal year will persist over the near term. 


The differences between the Government’s projection and the average 
private sector projection are relatively small in relation to combined federal 
revenues and expenses. In 2007-08, the year in which the difference is 
largest, the $1.8-billion difference represents 0.4 per cent of the combined 
revenues and expenses projected by the Government for that year. 
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Given the inherent uncertainty underlying economic and fiscal 
projections, the differences between the five projections presented are 
remarkably small. This should not be interpreted as an indication that the 
underlying uncertainty is negligible. Rather, it should be viewed as a sign 
that, overall, the various views converge to similar outcomes, in spite of 
the underlying uncertainty. The following section discusses the risks and 
uncertainties underlying the fiscal projections. 


Risks to the Fiscal Projections 


Risks associated with the fiscal projections primarily relate to risks to the 
Canadian economic outlook and volatility in the relationship between fiscal 
variables and the underlying activity to which they relate. 


Risks to the Canadian Economic Outlook 


As detailed in Chapter 1, forecasts of the economic outlook contain an 
unavoidable level of uncertainty. Key economic concerns for the fiscal 
projections are provided below. 


e Economic developments since September point to lower commodity 
prices, which could lead to slower than expected nominal GDP growth 
for the current year. Going forward, a larger than expected decline in 
commodity prices, which are currently well above their historical levels, 
would translate into lower than expected Canadian nominal GDP over 
the medium term and put downward pressure on budgetary revenues. 


e The ongoing correction in the U.S. housing market could be greater 
than expected, leading to weaker than expected U.S. consumer spending 
and residential investment. This would have negative implications for 
Canadian economic growth. 


e¢ Global current account imbalances remain large and continue to pose 
a medium-term risk to the economic outlook. While several factors 
could help reduce imbalances, there is a risk that the main channel of 
adjustment could be a further depreciation of the U.S. dollar against 
floating currencies such as the Canadian dollar. 


Tables illustrating the sensitivity of the budget balance to a number of 
economic shocks are provided later in this chapter. These tables are 
generalized rules of thumb that provide a guide to the impact of changes 
in economic assumptions on the fiscal projections. 
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Risks to the Fiscal Projections 


Even if the economic outlook were known with certainty, there would still 


be 


risks associated with the fiscal projections because of the uncertainty in 


the translation of economic developments into spending and tax revenues. 
Growth in tax bases does not always translate in a predictable way into 
tax revenues. 
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The following are the key near-term risks to the projections. 


Growth in personal income tax revenues was almost twice the rate of 
growth in the personal income tax base through the first six months of 
2006-07, a faster rate of growth relative to the tax base than would 
normally be expected. The sensitivity of personal income tax revenues to 
changes in the personal income tax base is summarized by a measure 
called the income elasticity of personal income tax revenues. This 
captures the change in tax revenues resulting from a 1-per-cent change 
in personal income. A 1-per-cent increase in personal income generally 
translates into an increase of more than 1 per cent in personal income tax 
revenues, due to the progressivity of the tax system—taxpayers pay 
progressively higher tax rates as their earned real income rises. In a 
“normal” year, where income gains are distributed evenly across income 
groups and all sources of income increase at roughly the same rate, the 
elasticity is about 1.2. However, in any given year this relationship may 
not hold. For example, during years when real income gains are 
particularly strong or capital gains realizations are high, the elasticity will 
be higher. Conversely, declines in real incomes and capital losses 
considerably lower the elasticity. In 2001-02, following the stock market 
correction, the elasticity was just 0.3. Every 0.1-percentage-point change 
in the elasticity translates into about a $500-million change in revenues. 
The personal income tax elasticity is assumed to be about 1.8 in 
2006-07, before falling to its historical average of 1.2 in 2007-08. Given 
the recent slowing in nominal GDP growth from unusually high rates of 
growth in 2004 and 2005, the assumed drop in the personal income tax 
elasticity is warranted. 


Corporate income tax revenues for the first six months of 2006-07 are 
up 11.7 per cent, compared to profit growth of 7.9 per cent. Growth 

in corporate income tax revenues for a given year can differ substantially 
from growth in corporate profits for the same year due to provisions 

in the Income Tax Act that allow corporations to smooth taxable income 
from year to year by shifting losses backward or forward. In addition, 
reassessments, which generally pertain to past tax years, may contribute to 
a divergence between growth in corporate tax revenues and the tax base. 
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Furthermore, year-to-date profit growth in 2006-07 masks a divergence 
between very strong profit growth in the energy sector and a decline 

in manufacturing sector profits. The outcome for corporate income tax 
revenues in 2006-07 will depend heavily on energy prices and how these 
will affect profitability in the various sectors of the economy. 


¢ On the expense side, the extent to which departments and agencies do 
not fully use all of the resources appropriated by Parliament varies from 
year to year and can materially affect the fiscal outcome. In addition, 
during the course of the fiscal year, departments and agencies often incur 
liabilities for which no payments are made. These liabilities are 
recognized throughout the year and are updated following the close of 
the fiscal year as part of the normal year-end accrual adjustments. 
Changes in estimates of liabilities can be significant. 


Sensitivity of the Budget Balance 
to Economic Shocks 


Changes in economic assumptions affect the size of projected tax bases and 
expenditures that are sensitive to economic factors, such as EI benefits and 
public debt charges. 


The following tables illustrate the sensitivity of the budget balance to a 
number of economic shocks: 


1. A one-year, 1-percentage-point decrease in real GDP growth driven 
equally by lower productivity and employment growth. 


2. A decrease in nominal GDP growth resulting solely from a one-year, 
1-percentage-point decrease in the rate of GDP inflation. 


3. A sustained 100-basis-point decrease in all interest rates. 


These sensitivities are generalized rules of thumb that assume any 
decrease in economic activity is proportional across income and expenditure 
components. EI premium rates are assumed to be fixed during the first 
calendar year in which the shock occurs, and to adjust for subsequent years, 
such that EI revenues exactly offset program expenses, consistent with the 
new EI rate-setting legislation introduced in 2005. Equal and opposite 
impacts would result from an increase of equal magnitude in real or 
nominal GDP growth and interest rates. 
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Table 2.7 


Estimated Impact of a One-Year, 1-Percentage-Point Decrease in Real 
GDP Growth on Federal Revenues, Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 


(billions of dollars) 
Federal revenues 
Tax revenues 


Personal income tax -1.0 -1.3 -1.6 
Corporate income tax -0.4 -0.4 -0.5 
Goods and services tax -0.3 -0.3 -0.4 
Other tax revenues -0.2 -0.2 -0.2 
Total tax revenues -1.9 =2.3 -2./ 
Employment insurance premium revenues -0.1 Orr 0.8 
Other revenues 0.0 0.0 0.0 
Total budgetary revenues =2.1 -1.6 “1.8 


Federal expenses 
Major transfers to persons 


Elderly benefits 0.0 0.0 0.0 
Employment insurance benefits 0.6 0.6 0.8 
Total 0.6 0.6 0.8 
Other program expenses “OH -0.1 -0.3 
Public debt charges 0.0 0.1 0.4 
Total expenses 0.6 Out 0.9 
Budgetary balance -2.6 -2.2 -2.7 


Note: Totals may not add due to rounding. 


A 1-percentage-point decrease in real GDP growth reduces the 
budgetary balance by $2.6 billion in the first year, $2.2 billion in the 
second year and $2.7 billion in the fifth year. 


Tax revenues from all sources fall by a total of $1.9 billion in the 


first year, $2.3 billion in the second year and $2.7 billion by the fifth year. 


Personal income tax revenues decrease as employment and wages and 
salaries fall. Furthermore, due to the progressivity of the tax system, as 
individuals earn lower real incomes, they pay proportionally less of their 
income in taxes. Corporate income tax revenues fall as output and profits 
decrease. GST revenues decrease as a result of lower consumer spending 
associated with the fall in employment and personal income. 
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Since EI premium rates for a given year are set based on projections 
carried out in October of the previous year, EI premium revenues decline 
marginally in the first year of the shock (reflecting lower wages and salaries), 
but rise thereafter, reflecting the upward adjustment to the break-even 
rate necessary to meet increased program costs. For the purpose of the 
simulations, it is assumed that EI premium rates are increased as a result of 
the weaker economy. This is consistent with the legislation governing rate 
setting. However, the legislation also provides the Government with the 
option to leave rates unchanged if it believes this to be appropriate. 


Expenses rise, mainly reflecting higher EI benefits (due to an increase 
in the level of unemployment) and higher public debt charges (reflecting 
a higher stock of debt due to the lower budgetary balance). 


Table 2.8 
Estimated Impact of a One-Year, 1-Percentage-Point Decrease in 
GDP Inflation on Federal Revenues, Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 
(billions of dollars) 


Federal revenues 
Tax revenues 


Personal income tax -1.3 -1.3 -1.4 
Corporate income tax -0.4 -0.4 -0.5 
Goods and services tax -0.3 -0.3 -0.4 
Other tax revenues -0.2 -0.2 -0.2 
Total tax revenues -2.3 -2.3 -2.5 
Employment insurance premium revenues -0.1 -0.1 -0.1 
Other revenues -0.1 -0.1 -0.1 
Total budgetary revenues -2.4 -2.4 -2.7 


Federal expenses 
Major transfers to persons 


Elderly benefits -0.2 -0.3 -0.4 
Employment insurance benefits -0.1 -0.1 -0.1 
Total -0.3 -0.4 *0.5 
Other program expenses -0:3 -0.3 -0.7 
Public debt charges 0.0 0.1 0.3 
Total expenses “0,5 -0.6 -0.9 
Budgetary balance a, -1.8 1.5 


Note: Totals may not add due to rounding. 
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A |-percentage-point decrease in nominal GDP growth resulting solely 
from lower GDP inflation (assuming that the Consumer Price Index moves 
in line with GDP inflation) lowers the budgetary balance by $1.9 billion in 
the first year and $1.8 billion in the second and fifth year. 


Lower prices result in lower nominal income and, as a result, personal 
income tax, corporate income tax and GST revenues all decrease, reflecting 
declines in the underlying nominal tax bases. Compared to the impacts of 
the real GDP shock, the effects on personal income tax revenues are more 
pronounced in the initial year, due to the lag with which changes in the 
inflation rate are reflected in the tax system (tax brackets are indexed to the 
percentage change in the Consumer Price Index for the 12-month period 
ending September 30 of the previous year). For the other sources of tax 
revenue, the negative impacts are similar under either the real or nominal 
GDP shocks. EI premium revenues decrease marginally in the price shock 
in response to lower earnings. However, unlike the real GDP shock, 

EI benefits do not rise since unemployment is unaffected by price changes. 


Partly offsetting lower revenues are the declines in the cost of statutory 
programs that are indexed to inflation, such as elderly benefit payments and 
the Canada Child Tax Benefit, as well as federal wage and non-wage 
expenses. Payments under these programs are smaller if inflation is lower. 
Public debt charges rise due to the higher stock of debt. 


Table 2.9 

Estimated Impact of a Sustained 100-Basis-Point 
Decrease in All Interest Rates on Federal Revenues, 
Expenses and Budgetary Balance 


Year 1 Year 2 Year 5 

(billions of dolllars) 
Federal revenues -0.4 -0.5 -0.8 
Federal expenses -1.4 -2.0 2 
Budgetary balance tA | ie, 1.8 


Note: Totals may not add due to rounding 


A decrease in interest rates raises the budgetary balance by $1.0 billion 
in the first year, $1.5 billion in the second and $1.8 billion in the fifth. 
The improvement stems entirely from decreased expenses associated with 
public debt charges. The impact on debt charges rises through time as 
longer-term debt matures and is refinanced at lower rates. Moderating the 
overall impact is a fall in revenues associated with the decrease in the rate of 
return on the Government’s interest-bearing assets, which are recorded as 
part of non-tax revenues. 
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Private Sector National Accounts Projections 


Table 2.10 
Private Sector Surplus Projections on a National Accounts Basis 


2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 
(billions of dollars) 


Conference Board of Canada -5.5 -0.6 3.0 3.0 5.9 10.9 
University of Toronto -3.8 -0.5 0.9 24 4.4 Call 
Global Insight -3.9 0.4 ee ae 4.6 fete 
Centre for Spatial Economics -3.9 2.6 3.4 2.8 4.0 8.7 
Average -4.3 0.5 24 2.9 AT 8.6 


Table 2.10 provides the private sector fiscal projections on a National 
Accounts basis. The projections are based on their own economic forecasts 
and on tax and spending policies in place at the time of the May 

2006 budget. 


On average, the four forecasting organizations project a deficit of 
$4.3 billion in 2006-07. Thereafter, they project a surplus of $0.5 billion in 
2007-08 and $2.4 billion in 2008-09, rising to $8.6 billion by 2011-12. 


To translate the National Accounts surplus projections to a Public 
Accounts basis, several adjustments are required. These include adjustments 
to reflect: 


e Differences in the definition of the government sector in the two 
accounting systems. 


e Inclusion of certain revenues in the Public Accounts that are not 
accounted for in the National Accounts, such as revenues from asset 
sales and the impact of revaluations of financial assets, as well as some 
payables and receivables. 


Making these adjustments and incorporating the cost of initiatives 
announced since the budget and the updated projection of direct program 
expenses leads to the fiscal projections on a Public Accounts basis presented 
in Table 2.6. 
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Summary 


This annex reviews Canada’s financial position on a comparable basis 

with those of the other Group of Seven (G7) countries (United States, 
United Kingdom, France, Germany, Japan and Italy) as well as several other 
countries in the Organisation for Economic Co-operation and Development 
(OECD). For Canada, this includes the federal, provincial-territorial and 
local government sectors, as well as the Canada Pension Plan (CPP) and 
the Quebec Pension Plan (QPP). 


in 


On a total government, National Accounts basis: 
Canada is currently the only G7 country in surplus. 


The OECD expects that Canada will be the only G7 country to record a 
surplus in both 2006 and 2007. 


Canada’s debt burden has declined from the second highest to the lowest 
among G7 countries. 


Canada’s net debt declined to 30.2 per cent of gross domestic product 
(GDP) in 2005, compared to an average of 52.7 per cent for the G7.! 
The OECD expects Canada’s net debt to continue to decline. 


While Canada’s net debt is low relative to that of other G7 nations, some 
OECD countries have moved to net asset positions in recent years. 


This annex also compares the fiscal situation of the federal governments 
Canada and the United States: 


In 2005-06, the Canadian federal government posted a surplus of 
C$13.2 billion, or 1.0 per cent of GDP, while the U.S. federal 
government incurred an “on-budget” deficit of US$434 billion, 
OF S23! per.cent.of GDP, 


For 2006-07, the Canadian federal government is forecasting a surplus 
of C$4.2 billion, or 0.3 per cent of GDP. On the other hand, the U.S. 
Administration does not project a return to balanced budgets for at least 
the next five years. 


The federal market debt-to-GDP ratio in Canada has been below 
the U.S. figure since 2003-04, with the gap expected to widen further in 
coming years. 


These figures are on a National Accounts basis for the total government sector and as 
such are not directly comparable to the Government of Canada’s target of reducing its 
debt burden (accumulated deficit) to 25 per cent of GDP by 2012-13, which is on a 
Public Accounts basis and covers only the federal government. More details on the 
breakdown of Canada’s total government net debt by level of government are provided 
later in this annex. 
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In 2005, all levels of government contributed to Canada’s 
total government surplus 


Chart A.1 

Canada’s Total Government Financial Balance’ 

by Level of Government, 2005 

(National Accounts Basis) 

per cent of GDP 

2.0 

15 

1.0 

0.5 

0.0 

Provincial-territorial-local CPP/QPP Federal government Total government 

governments 

Note: Figures shown in this chart are on a National Accounts basis, which differs from the Public Accounts 

basis, notably in terms of reference years, accounting entities and the accounting treatment of 

capital expenditures. 

‘The OECD uses the term “financial balance” to mean “budgetary balance.” 

Sources: OECD Economic Outlook, No. 79 (June 2006); Statistics Canada, National Income and 

Expenditure Accounts. 


e Two important factors need to be taken into account in making 
international comparisons: differences in accounting methods among 
countries, which affect the comparability of data, and differences in 
financial responsibilities among levels of government within countries. 


e For these reasons, international comparisons rely on the standardized 
System of National Accounts estimates for the total government sector 
(i.e. the combined national and subnational levels). The OECD produces 
a complete series of estimates based on this system. 


¢ According to the OECD, Canada’s total government sector, which 
includes the federal, provincial-territorial and local governments, as well as 
the CPP and QPP, recorded a surplus of 1.7 per cent of GDP in 2005. 
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e The provincial-territorial-local government sector recorded a surplus of 
0.7 per cent of GDP compared to 0.4 per cent at the federal level. 


e¢ The combined CPP/QPP sector also recorded a surplus in 2005. This 
sector has consistently recorded surpluses since the pension reforms of 
the late 1990s, which ensured partial pre-funding of the Canadian public 
pension system, placing it on a sustainable path in advance of the aging 
of the population. 
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Canada is again expected to be the only G7 country 
in surplus in 2006 and 2007 


Chart A.2 


Total Government Financial Balances 
(National Accounts Basis) 


per cent of GDP 
3—_— ine — 3 Sa 
C=) 2005 [-1 2006 (estimate) HH 2007 (projection) 


G7 average Germany France United United Italy Japan © Canada 
Kingdom States 


Source: OECD Economic Outlook, No. 79 (June 2006). 


e Canada was the only G7 country to record a surplus in 2005. 


e The OECD expects that Canada will continue to be the only G7 country 
to post a surplus both this year and next. 


e Canada’s surplus is expected to be 2.2 per cent of GDP in 2006 and 
1.8 per cent of GDP in 2007, compared to an average deficit of about 
3.5 per cent in the G7 countries. 
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Canada’s debt burden has declined from the second 
highest to the lowest among G7 countries 


Chart A.3 
Total Government Net Financial Liabilities’ 
(National Accounts Basis) 


per cent of GDP 
100 
= 1995 Gig 2005 


G7 United France United Germany Japan Italy Canada 
average States? Kingdom 


‘The OECD uses the term “net financial liabilities” to mean “net debt” of the total government sector. 
* Adjusted to exclude certain government employee pension liabilities to enhance comparability 

with other countries’ debt measures. 

Sources: OECD Economic Outlook, No. 79 (June 2006); Federal Reserve, Flow of Funds Accounts of 


the United States (September 2006); Statistics Canada, National Balance Sheet Accounts; Department 
of Finance calculations. 


e Given Canada’s strong fiscal performance at all levels of government, 
Canada has had the lowest ratio of total government net financial 
liabilities to GDP among G7 countries since 2004. 


e Canada’s ratio declined to 30.2 per cent of GDP in 2005 compared 
to an estimated average of 52.7 per cent for all G7 countries. Canada’s 
debt burden has dropped by more than 40 percentage points from its 
peak in 1995, when it was the second highest in the G7. According to 
the OECD, this ratio is expected to fall further in coming years. 


° In contrast, the debt burdens of all other G7 countries, except the 
United States, have increased since 1995 and are expected to remain 
near their current levels for at least the next two years. 
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However, other major industrialized countries have also 
significantly reduced their debt burdens or have moved 
to net asset positions 


Chart A.4 


Total Government Net Financial Liabilities 
(National Accounts Basis) 


per cent of GDP 
80 
i 1995' Mm 2005 


Sweden Australia New Zealand Denmark lreland 


11998 data is used for Ireland (earliest available from OECD). 
Sources: OECD Economic Outlook, No. 79 (June 2006); Statistics Canada, National Balance Sheet Accounts. 


e Similar to Canada, other OECD countries have significantly reduced 
their debt levels as a share of GDP over the past decade and some 
countries, including Australia, New Zealand and Sweden, have recently 
moved into total government net asset positions. 


e Sweden, which had a total government net debt of 25.9 per cent of GDP 
in 1995, recorded a net asset position of 12.4 per cent of GDP in 2005. 
This represents an estimated improvement of more than 38 percentage 
points, slightly below that of Canada over the same period. Australia and 
New Zealand, which in 1995 had net debt-to-GDP ratios of 26.5 and 
38.1 per cent respectively, recorded modest net asset positions in 2005. 


e¢ Denmark and Ireland have also significantly reduced their debt burdens 
and have net debt-to-GDP ratios below that of Canada. 
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The largest portion of Canada’s total government net 
debt is attributable to the federal government 


Chart A.5 

Canada’s Total Government Net Financial Liabilities 
by Level of Government, 2005 

(National Accounts Basis) 


per cent of GDP 
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Federal government Federal Provincial—territorial-local CPP/QPP Total 
(2005-06) government governments government 


‘Excluding government employee unfunded pension liabilities to conform with the OECD measure 
of net debt. 


Sources: Statistics Canada, National Balance Sheet Accounts; Public Accounts of Canada (2006); 
Department of Finance calculations. 


¢ Based on the OECD definition of net debt, Canada’s total government 
net debt was 30.2 per cent of GDP in 2005, most of which reflected 
debt held at the federal government level. At 25.8 per cent of GDP, 
federal net debt was more than twice the aggregate net debt of the 
provincial-territorial and local governments. 


e However, on a Public Accounts basis, the federal debt burden 
(accumulated deficit) amounted to 35.1 per cent of GDP in 2005-06, 
almost 10 percentage points higher than the federal net debt calculated 
using the OECD definition. This discrepancy mainly reflects the exclusion 
of government employee unfunded pension liabilities from the National 
Accounts measure of net debt used by the OECD (the Government of 
Canada fully accounts for these liabilities in its Public Accounts). 
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¢ On a total government basis, debt burdens at the three levels of 
government were partially offset by the significant net assets that are 
building up in the CPP/QPP to cope with future pressures from 
population aging. 
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The federal government in Canada has maintained 
a budgetary surplus since 1997-98, unlike the U.S. 


Chart A.6 


Federal Budgetary Balances 
(Public Accounts Basis) 


per cent of GDP 


MH Canada  [_] United States (on-budget balance) 


1990— 1991- 1992- 1993- 1994- 1995- 1996- 1997- 1998- 1999- 2000- 2001- 2002- 2003- 2004— 2005- 
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


Note: This chart shows the budgetary balance for Canada and the on-budget balance for the U.S. for 
fiscal years ending March 31 and September 30 respectively. 


Sources: Canada—Department of Finance; U.S.—Department of the Treasury. 


e There are certain fundamental differences in the accounting practices 
and expenditure responsibilities of the Canadian and U.S. federal 
governments. For example, the U.S. federal budgetary balance includes 
the substantial surpluses in the Social Security system, whereas surpluses 
in the CPP are not included in the Canadian federal figures. For this 
reason, the Canadian federal budgetary balance is more comparable with 
the “on-budget” balance in the U.S. (excluding Social Security). 


e Like the Canadian federal budgetary balance, the U.S. federal on-budget 
balance moved from large deficits to surpluses in the latter half of the 
1990s. However, since 2000-01 the U.S. has returned to deficits whereas 
Canada has continued to record surpluses. 
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¢ The Canadian federal government posted a surplus of C$13.2 billion, 
or 1.0 per cent of GDP, in 2005-06, while the U.S. federal government 
incurred an on-budget deficit of US$434 billion, or 3.3 per cent of GDP. 
Even when Social Security surpluses are included, the U.S. “unified 
budget” deficit was US$248 billion, or 1.9 per cent of GDP, in 
2005-06. 


¢ While the Canadian federal government is forecasting a surplus 
of C$4.2 billion, or 0.3 per cent of GDP, in 2006-07, the U.S. 
Administration projects another large deficit for this fiscal year. 
In fact, the Administration does not project a return to balanced 
budgets for at least the next five years. 


73 


The Economic and Fiscal Update 


EEO EEIS RN SEAR AN MGA TE OHI BBE AOL MOTIONS BL ERR ASOT NSN BLN 


The federal market debt-to-GDP ratio is lower in Canada 
than in the U.S., and the gap is widening 


Chart A.7 
Federal Market Debt 
(Public Accounts Basis) 


per cent of GDP 
60 - 
G8 Canada [1] United States 
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Note: This chart shows market debt for Canada and debt held by the public for the U.S. for fiscal years ending 
March 31 and September 30 respectively. These two measures are the most comparable measures of the 
federal debt burden of the two countries. 


Sources: Canada—Department of Finance. U.S.—Department of the Treasury and Office of Management 
and Budget. 


e For reasons similar to those for the budgetary balance comparisons, 
Canadian federal market debt (rather than the accumulated deficit) and 
U.S. federal debt held by the public are the most comparable measures 
of the federal debt burden in the two countries. 


e Asa result of continued surpluses at the federal level in Canada and the 
deterioration in U.S. federal finances, the federal market debt-to-GDP 
ratio in Canada fell below the comparable U.S. figure in 2003-04. 


e The Canadian ratio fell to 31.2 per cent in 2005-06, compared to an 


estimated 37.3 per cent in the U.S. The gap is expected to widen further 
in coming years. 
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